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Practitioners’ experiences with Subch. S 


reveal many doubts, fears; use is limited 


The addition of Subchapter S§ to the 1954 Code received highly enthusiastic initial 


reactions in magazines and newspapers designed for the general public. Often it 


was described as the long-awaited answer 


business corporation. 


to the double-tax problem of the small 


Your editor suspected that a few months of exposure to Subchapter S by 


experienced tax practitioners would produce some diminished enthusiasm toward it. 


This forecast has proved generally correct, as can be seen by the following reports 


from tax attorneys and accountants throughout the country. 


These contributors 


were asked for their informal views on the operation of new Subchapter S after a 


few months of experience in the application of its provisions. Several men refer 


to similar advantages and disadvantages; 


others discuss individual problems and 


approaches which may not have yet occurred to every tax man. It is now evident 


that Subchapter S is not useful in many situations, and that many serious traps are 


hidden in its great mass of detailed provisions. 


Bringing these views together 


is the purpose of this report. Your editor ex- 


presses his appreciation to these experienced contributors and to his associate, 


Robert J. Kalupa, for his assistance in this survey. . . 


Subchapter S was the answer 
to these clients’ problems 
by Gerald J. Kahn 


Some actual examples of the tax ad- 
vantages of a Subchapter § election are 
described by Mr. Kahn, of the law 
Godfrey & Kahn, Milwaukee, 


Wisconsin. 


firm of 


HERALDED the advent of 
Subchapter S as the harbinger of untold 
tax savings, actual experience has dem- 


ALTHOUGH SOME 


onstrated otherwise. A close analysis of 
its provisions applied in specific situa- 
tions has indicated rather serious haz- 
Two such hazards that have been 
the possibility of an 
unexpected and unwanted termination 
of the election and of the locking in of 
undistributed profits previously taxed. 
However, for 


ards. 


mentioned are 


those who are 
tomed to working with the Internal Rev- 


Code, 


accus- 


enue hazards and pitfalls are 


-Richard L. Greene, Editor 


nothing new. More important is an 


their existence and an 
understanding of how to avoid them. 
Subchapter S, even with its problems, 
has its advantages, and the attitude that 
its provisions should never be invoked 
seems unjustified. 

Several of our clients who in the past 
operated in non-corporate form because 
of the danger of personal holding com- 
pany status under the personal service 


awareness of 


contract provisions have now incorpo- 
rated. Being incorporated, they 
limited liability. In addition, a manu- 
facturer’s agent with no other full time 
employees is inaugurating a pension 


enjoy 


plan which will permit the owner to 
funds. The 
sonal holding company problem will 
be avoided by virtue of the election to 
have the income of the business taxed 


accumulate tax-free per- 


not to the corporation but to the sole 
stockholder. 
Thus, Subchapter S has given three 


of our clients—an architect, a manufy 
turer’s agent and an advertising ageng 
—the fringe benefits previously denied 
them. 

The chance of an involuntary termin 
tion of the election appears slight jj 
the case of a one- or two-man or family. 
owned business and does not in o 
opinion pose a real problem under the 
circumstances. Our major concern hy 
been with the double taxation on a diy 
tribution during an election year in; 
state which has a state income tax, by 
no law similar to Subchapter S. Son 
clients have indicated a willingness wy 
pay this additional cost in order to oy 
tain the benefits of Subchapter S, by 
others have been deterred by it. OF 
course, if, as noted above, we have fej 
that the likelihood of involuntary te. 
mination is slim, we have pointed ow 
to the client the feasibility of accumy 
lating some of the profits in order wy 
eliminate the full impact of double star 
taxation. At the same time we hay 
advised the client of the “locking-in’ 
p:~blem and have not recommended « 
cumulating income unless the  clien] 
fully understands the problem. 

Subchapter S proved extremely uselil 
to a partnership which reported on; 
calendar-year basis, but wished to chang 
to a fiscal year. Section 706 had alway 
been an obstacle to its conversion. How 
ever, by utilizing a Subchapter-S corpo 
ration, we were able to select the fisalfl 
year desired by the client and still avoil 
the interposition of the corporate ta 
In addition to gaining the desired fisal 
year, it was possible to arrange for if 
short first taxable year embracing a tim 
of the year during which the busines 
customarily operates at a loss. The resul 
has been to enable the principals wf 
pick up a loss for the first fiscal year any 
defer the reporting of any profit for dy 
most two years. . 

In a corporation in which one of th j 
principals managed the operations anljy 
the other furnished the capital, the eleyy 
tion under Subchapter S was made in 
order to permit the two principals 
the profits without incurring 
double tax. Theretofore the managin 
principal was able to realize on hi 
labors through salary, but the othe 
shareholder was not able to withdr 
any funds from the corporation becau 
the two principals were opposed to with 
drawals in the form of dividends. Sine 
they were required to operate as a corpe 
certain contract, the 
faced with a real dilemma until 
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the Subchapter $ election was enacted. 

Where applicable, Subchapter S can 
produce some sterling tax results. Its 
use should not be summarily shunned, 
nor should it be arbitrarily applied. 


Electing corporation will 
have accounting problems 


by Paul Mestern 


in electing corporation has more ac- 
counting flexibility in choice of fiscal 
year and in shifting income than a part- 
nership, but there are quirks in the pass- 
ing through of capital gains and losses 
and in operating-loss carryovers that 
make the choice difficult. Mr. Mestern, 

New York partner of Haskins & Sells, 
CPAs, foresees* serious accounting prob- 
lems for electing corporations. 


[HE “ELECTING SMALL BUSINESS CORPORA- 
rion” has already been given nicknames, 


mean- 
ing a fake or sham corporation, Perhaps 


such as the “‘pseudo-corporation, 


it would be more accurate to talk about 
a pseudo-partnership because we are 
dealing here with a real corporation 
which pretends to be a partnership. Al- 
though the new election makes it pos- 
sible under the right circumstances to 
obtain the advantages ef operating as a 
corporation while being taxed as a 
partnership, there are several important 
differences between an electing corpo- 
ration and a partnership. 

Perhaps the most important distinc- 
tion is that a partner is ineligible to 
participate in many fringe benefits, such 
is pension and profit-sharing plans, sick- 
insurance, 
the 
hand, can participate in all of these 


pay exclusion, group etc. 


Stockholder-employees, on other 
benefits, and they can continue to do 
so after the election. 

In some other respects an electing 
corporation is more flexible than a part- 
nership. Partnerships are quite restricted 
in the choice of a fiscal year; it usually 
the 
principal partners. An electing corpora- 


innot be different from that of 
tion can change its fiscal year within the 
rules applying to all corporations. If it 
is a new corporation, it has full free- 
dom in choosing its fiscal year, which 
can thus be its natural business year and 
which can also serve to defer the income 
ind tax to its shareholders by as much 
is 1l months. On the other hand, if it 
These comments are drawn from a talk, “‘Elect- 
ing Small Business Corporations—A New Tax 
Concept,” presented before the Westchester 


Chapter of the New York State Society of Certi- 
fied Public Accountants. 
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is better not to defer the income in any 
particular year, taxability can be ac- 
celerated by the payment of a dividend, 
taxable to the shareholders at the time 
of receipt. Partnership income is always 
taxable at the close of the partnership 
year and no acceleration is possible ex- 
cept on termination of the partnership 
or sale of the partnership interest. 

Furthermore, it is possible to shift the 
undistributed income of an _ electing 
corporation among shareholders by a 
transfer of stock before the end of the 
year. Dividends are taxable to the share- 
holders who receive the payments, but 
undistributed income is taxable to share- 
holders who own the stock at the end of 
the year. The same is not true of losses; 
losses are allocated among the share- 
holders on the basis of the number of 
days each held stock durng the year. In 
a partnership neither profits nor losses 
can be shifted retroactively by a transfer 
of a partnership interest. 

For the calendar year 1958 and fiscal 
years ending early in 1959, hindsight 
helped in deciding whether or not to 
make the election. That advantage is 
gone now, and an election must be made 
during the first month of the taxable 
year for which it is to be effective or 
during the last month of the preced- 
ing taxable year. For a newly organized 
corporation, the first month does not 
mean the calendar month during which 
it is incorporated, but the period from 
the date of incorporation to the corres- 
ponding day in the next month. 

Income of the corporation, whether 
actually distributed or not, is taxable to 
the shareholders as ordinary income ex- 
cept that net long-term capital gains of 
the corporation keep their character in 
the hands of the shareholders. This can 
create a problem if the fiscal year of 
the corporation differs from that of the 
shareholders. If a corporation with a 
November 30 fiscal year pays a dividend 
in December 1959, the taxability of the 
dividend can be affected by a capital 
gain realized as late as November 1960. 
Since calendar-year shareholders report 
their 1959 returns, 
they will have to file amended returns 
to get the benefit of the capital-gain 
treatment. 


such a dividend in 


Capital gains can be passed on to the 
shareholders only to the extent of the 
net taxable income of the corporation. 
If the corporation has a net operating 
loss equal to capital gains realized dur- 
ing the year, it has no undistributed in- 
come for the year and any dividends 
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paid during the year will be taxable as 
ordinary income to the extent of earn- 
ings accumulated in prior years. 

Although ordinary losses are passed 
through to the shareholders, the same 
is not true of capital losses. Such losses 
can be offset only against capital gains 
of the corporation and the five-year 
capital loss carryover is not affected by 
the election. 

An interesting: question is presented 
by gains or losses of the corporation on 
depreciable or real property used in the 
trade or business which may result in a 
net long-term capital gain or an ordin- 
ary loss. In the case of a partnership, 
such gains or losses are passed on to 
the partners separately and combined 
with similar gains and losses realized by 
them in determining whether there is a 
net capital gain or ordinary loss. A 
net capital gain on such property real- 
ized by an electing corporation is passed 
on to the shareholders and remains a 
capital gain even though the shareholder 
has an ordinary loss on similar property. 
Also, a net loss realized by the corpora- 
tion on such property enters into the 
ordinary income or loss passed through 
to the shareholder even though he may 
report a capital gain on other property 
of that kind owned by him. 

If the corporation has, or expects to 
have, a net operating loss, the election 
can be of considerable advantage to 
shareholders in the high surtax brackets. 
Shareholders in the lower brackets may 
not get the full advantage from the loss 
deduction. that a shareholder 
has a salary of $10,000 and non-business 
deductions for interest, 
taxes and personal exemptions of $3,000 
in each of the years 1959 and 1960. If 
the corporation passes on a loss to him 
of $20,000 in 1959, he will apply $10,000 
against his salary in 1959 and will have 
a loss carryover of $10,000 to be applied 
against his 1960 salary. This will exhaust 


Assume 


contributions, 


his loss deduction and he will get no 
tax his non- 
business deductions of $6,000 for the two 
years. From his standpoint, it may be 


benefit whatsoever from 


more advantageous for the corporation 
not to make the election, particularly if 
it has paid taxes in the two previous 
years which can be recovered through a 
carryback. 

Operating losses of a corporation in 
its formative years can be used to ad- 


vantage through the election if the 
shareholders have sufficient income to 
absorb them and if it is doubtful 


whether the corporation will be able 
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to use them as carryovers. However, if 
the corporation has a loss carryover from 
years prior to the year of a possible elec- 
tion, it may have a difficult decision to 
make. If it does not make the election 
and it continues to have losses, it in- 
creases its loss carryover which may ulti- 
mately expire without being used. If 
it makes the election and then has a 
taxable to the 
benefit of the 


if the election 


profit, such profit will be 
shareholders without the 
loss carryover. Moreover, 
should be terminated the following year, 
it is possible that the carryover loss has 
to be reduced by the profit of the inter- 
though the 


holders have paid a tax on such profit. 


vening year even share- 
Whether this is so is open to doubt, since 
neither the law nor the Congressional 
Committee reports throw any light on 
this subject. 

Since the election results in the elim- 
ination of double taxation of corporate 
income, neither the corporation nor the 
shareholders entitled to divi- 


are any 


dends-received deduction, credit or ex- 
clusion. This applies to any dividend in- 
come the corporation itself may have, as 
well as to the income reported by the 
shareholder, whether it is actually paid 
to him as a dividend or represents his 
portion of undistributed income. How- 
ever, if the corporation, in addition to 
earnings of the current year, distributes 
any portion of earnings accumulated in 
prior years to which the election did not 
apply, such distributions are subject to 
the 4% 

Income of an electing corporation in- 


credit and $50 exclusion. 


creases the basis of the stock in the 
hands of the shareholder, and the basis 
is reduced when that income is dis- 


tributed to him. Losses of the corpora- 
tion reduce the basis of the stock and, 
if they exceed such basis, the excess is 
of 


debtedness of the corporation to the 


applied against the basis any in- 


shareholder. It should be noted that the 
the of the 
made only if the income is actually in- 


increase in basis stock is 
cluded by the shareholder in his return, 


while the reduction in basis for losses 


is made even if the shareholder should 
fail to claim a deduction therefor. 

Any portion of the loss which exceeds 
the total basis of stock and indebtedness 
is not deductible by the shareholder and 
is completely wasted, as it cannot be 
used as a carryover or carryback by the 
corporation or the shareholder. In such 
a situation it appears advisable to in- 
crease the basis before the end of the 
loss year by having the shareholder make 
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an additional loan or a capital contribu- 
tion to the corporation. 

The election can be terminated 
several ways. For instance, if the cor- 
poration derives more than 80% of 
gross receipts from sources outside the 
United States, or if more than 20% of 
its gross receipts consists of personal 
holding company income. For this pur- 
pose personal holding company income 
means royalties, rents, dividends, inter- 
est, annuities and gains from sales or ex- 
changes of stock or securities. It should 


in 


be noted that these tests are based on 
gross receipts, not gross income, except 
that sales or exchanges of stock or se- 
curities are included only to the extent 
of gains. It is interesting that income 
from personal service contracts is not 
included here in the definition of per- 
sonal holding company income. It is, 
therefore, possible for a corporation to 
be both a personal holding company and 
an electing small business corporation, 
for instance, if its personal holding com- 
pany income is 80% or more of its 


but 20% or less 


gross income, of its 
gross receipts. 

Once an election has been terminated, 
a new election cannot be made 
period of five years, except with the con- 
sent of the Treasury Department. This 
rule applies even though the election 
never really became effective because it 
the same 
which it was first to be used. This should 


for a 


was terminated in year in 
give pause to any corporation which 
might the the 
thought that it could quickly be termi- 
nated if it should turn out to be dis- 
advantageous. Although this may be so, 


the corporation may then be _ barred 


make election with 


from electing for five years. 

As long as the election is in effect, 
undistributed income of prior years 
which has been taxed to the shareholders 
be them 


causing another tax because such income 


may distributed to without 
is no longer part of accumulated earn- 
ings and profits. As soon as the election 
the old 


goes into effect that all distributions to 


is terminated, however, rule 
shareholders are taxable to the extent of 
earnings. Therefore, 
distribution of previously taxed income 
can then be made until all earnings of 
other years have first been distributed. 
Taxed income can thus become frozen 
in, and even a new election in a subse- 
quent year will not unfreeze it. If there 
is any thought of terminating the elec- 
tion, it may, therefore, be advisable to 


accumulated no 


see that all income taxed to the share- 





holders is actually distributed in the year 
before the termination becomes effective, 
There are so many ramifications ip 


this new tax provision that the question | 


naturally arises: Is this really a valuable 
tax-saving tool or is it going to be more 






of a headache than a benefit? Only time | 


and experience will provide the answer, 


Study every distribution 
by an electing corporation 


by Durwood L. Alkire 


One of the hidden dangers of Subchap. 
ter S is the treatment of distributions of 
the electing corporation, says Durwood 


i eo 


L. Alkire, Seattle, Washington, partner | 


of the CPA firm of Touche, Niven, 
Bailey and Smart. 
* 


IN OUR OWN PRACTICE and in discussion 7 


with other CPAs around the state of 


Washington, I have not heard of very F 
many elections under Subchapter S. It 7 


seems to me this is principally because 


well advised businesses were organized 7 


as corporations only if it was advantage | 


ous to be paying the corporate tax. 


The trickiest and most dangerous 


spss omen 


problem I have so far encountered is § 


handling distributions of an_ electing 


corporation should its election termi 


nate. In any year for which the elec 
tion is not effective, dividends are taxed 
as are those of any ordinary corporation. 
This means that the source of any dis 
tributions is determined under the usual 
rules. Undistributed even 
though taxed to the stockholders under 
the election, goes from the top of the 


income, 


sources of distributions to the bottom, 
and can be reached only after exhaust 
ing, first, current earnings for the tax 
able years and, second, any accumulated 
earnings from “pre-election years.” 

If this result is unforeseen, it is’ par 
ticularly dangerous since the termina 
tion of the election can be retroactive 
for nearly a year. Thus, a distribution 
early in 1959 of what is assumed to be 
1958 income, on which the tax has been 
paid, may turn out to be a taxable divi 
dend because of some event near the 
close of the year 1959 which revokes the 
election for that year. 

Section 1375(d), providing for the later 
tax-free distribution of income taxed in 
prior years, is not applicable. Section 
1375(d)(1) applies only to “an elect 
ing small business corporation,” which 
is defined in Section 1371(b) as a cor 
poration which has made an election 
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which is in effect for the taxable year. 
If the election is terminated during the 
year a distribution is made, even on the 
last day of the taxable year, it seems to 
me quite clear that it is not “in effect 
for such taxable year,” and the distribu- 
tion thought to be out of prior-year, 
already taxed, earnings becomes a tax- 
able dividend of current-year earnings. 
\s a result, it is probably going to be 
the end 
of each taxable year an amount as close 


desirable to distribute before 
as can be estimated to the corporation’s 
taxable income for that year. Obviously 
this will be difficult whenever income 
cannot be accurately estimated until in- 
taken, 
ments made and books closed some time 


ventories are year-end adjust- 
after the end of the taxable year. Nor 
is it usually safe to distribute an amount 
ereater than the undistributed taxable 
income for the year. In most cases dis- 
tributions of earnings accumulated in 
pre-election years will be taxable divi- 
dends. Thus we should err by making 
the 


the amount distributed less than 


final undistributed taxable income. 


Subchapter S may avert 
“hobby” disallowance 


by David J. Hardy 


The high income taxpayer with a side- 
ne business that operates at a loss may 
be ina better position if he incorporates 
the business and elects under Subchapter 
S to pass the loss through to his personal 
eturn. Mr. Hardy, who is associated 
th the Chicago law firm of Winston, 
Strawn, Smith & Paiterson, weighs the 
chances of success of such strategy. 
fax PRACTITIONERS’ short experience 
with Subchapter S tax treatment for 
corporations and their shareholders has 
indicated the extremely limited applica- 
tion of the statute as it is now written. 
In considering situations in which the 
new taxing method might be worth 
while, one encounters some perennial 
problems of taxpayers who desire the 
almost impossible. 

One such example is the high-bracket 
taxpayer who wishes to engage in spe- 
other than his main occu- 
the 


by the Government through income tax 


cial activity 


pation. If most of cost is borne 


deductions, it can be a relatively in- 
expensive hobby. To sustain deductions 


{ this type, the taxpayer must prove 
that his intention is to make a profit. 
his intent has frequently been estab- 
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lished by keeping businesslike records, 
notwithstanding recurring losses. Even if 
this intention can be established and the 
taxpayer is recognized as being engaged 
in a business activity, not merely a 
hobby, the deductions will be unallow- 
able under the Code if losses are too 
large for too many years. (Section 270 
limits the deduction 
$50,000 for five years). 

If such a taxpayer were to incorpo- 
rate his hobby, are his chances of ob- 
taining deductions increased? Under the 
new statute, incorporation and election 
for Subchapter S$ treatment may help, 
but doesn’t guarantee, attaining the tax- 
payer’s dream. 

Under Subchapter S the losses of a 
corporation 


if losses exceed 


can be deducted by its 
shareholders to the extent of their ad- 
justed basis in stock and indebtedness 
of the corporation. [f the corporation is 
a loss operation, the continuing ad- 
vances to cover the losses would insure 
sufficient basis to permit continued de- 
ductions by the shareholder. 

The greatest tax advantage of 
corporating the hobby is to give it the 


in- 


appearance of a profit-making operation. 
Ordinarily, corporations exist for the 
purpose of making money. Furthermore, 
the corporate records can be good evi- 
dence of the careful observance of for- 
malities of businesslike management and 
proper record keeping. 

Although the limitations on _ losses 
under Section 270 can be avoided with 
careful planning and astute tax advice, 
its provisions would apparently not be 
applicable to a Subchapter S corpora- 
tion, since it applies only to individuals. 
Sections 1373 and 1374 provide that tax- 
able income (or net operating loss) of a 
Subchapter S corporation is computed 
in the same manner as that of any other 
corporation (with certain modifications 
not here material). It is this taxable in- 
come or net operating loss which is in- 
cluded in the shareholder’s return. 

The mere incorporation of a hobby 
will not, however, guarantee deductible 
losses. In a recent decision, American 
Properties, Inc., 28 TC 1100, aff'd. CA-9, 
12/10/58, expenditures by a corporation 
for its sole shareholder’s hobby were dis- 
allowed as deductions to the corporation 
and constituted dividends to the share- 
holder. Although this case involves some 
“racy” facts, the decision requires that 
the activity of the corporation must still 
be “reasonably” intended as a profit op- 
eration. But the Subchapter S share- 
holder would be no worse off under this 
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decision than had he not incorporated 
his hobby. Expenditures by a corpora- 
tion for the benefit of a shareholder are 
taxable as dividends only to the extent 
of accumulated or current earnings and 
profits. An incorporated hobby would 
presumably have at most only negligible 
earnings and profits. In the American 
Properties, Inc. case above, the corpora- 
tion realized income from business ac- 
tivities other stockholder’s 
hobby. With something to be gained, 
and nothing to lose, the hobbyist will 
probably be closer to his desired de- 
duction under Subchapter S and be a 
corporation president as well! 


than its 


Incorporation and election 
offer short-year savings 


by Baxter K. Richardson 


The possibilities of offsetting gains and 
losses offer special opportunities as seen 
by Mr. Richardson, Fresno, California, 
attorney. These 
from Mr. Richardson’s column in The 
Journal of the State Bar of California. 


comments are drawn 


SOME INTERESTING POSSIBILITIES and ques- 
tions are raised by Subchapter S. 

Will it be possible for an existing 
proprietorship or partnership to be in- 
corporated, make the election and se- 
lect a short fiscal period? If so, many 
corporations may be formed for this 
purpose in order that income may be 
deferred. The 1954 Code prevents such 
deferment of tax upon the formation of 
a partnership, unless a “business pur- 
pose” can be established. Will the “busi- 
ness purpose” doctrine be applied to 
corporations which, upon formation, 
elect to be taxed under Sections 1371- 
1377 and select a short fiscal period? 

If shareholders control each of two or 
more corporations, some of which have 
losses and some of which have profits in 
a particular year, apparently each corpo- 
ration may make the election, with the 
result that the losses of some corpora- 
tions offset the profits of others. Similar- 
ly, by use of the election an individual 
owning the stock of a corporation may 
offset its loss against his profit, or vice 
In this connection the election 
will have to be made within one month 
before or after the commencement of 
the corporation’s taxable year. But judic- 
ious choice of fiscal period for a new 
corporation may enable election at a 
time when the income of the shareholder 
is pretty well known. 


versa. 
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If a corporation has an earned surplus 
accumulated in years prior to a year for 
which the election is in effect, what will 
be the tax consequences of a distribu- 
tion or dividend to shareholders in ex- 
cess of taxable income for such year? 
With a partnership, withdrawal of such 
earnings usually has no tax consequence, 
but of course in that case the earnings 
are regarded as already fully taxpaid. 

It seems clear that prior years’ earn- 
ings not affected by the election cannot 
be withdrawn without further tax. See 
1375(d)(1), 


that an electing corporation “may” dis- 


particularly Section stating 
tribute tax-free earnings of prior periods 
for which the election was in effect, and 
Section 1377(a), providing that earnings 
and profits “shall be reduced to the ex- 
tent that undistributed taxable income 
is required to be included in the gross 
income of the shareholders. . . .” 
Suppose that during a year as to which 
the election is in effect a corporation 
has earnings accumulated in prior years, 
during some of which the election was in 
effect and during others of which it was 
not. If a distribution in excess of earn- 
ings for the current year is made, is such 
the 
or to the “non-election years,” 


excess attributable to “election 
years,” 
or proportionately to each? Probably 
there will be a “last-in-first-out” rule as 
to accumulated earnings, but nothing 
specific is stated on this point in the 
Statute or committee reports. 

By using this legislation, a sole pro- 
prietor or partnership may, without pay- 
ing the penalty of corporate income tax, 
nevertheless get the benefit of a qualified 
pension or profit-sharing plan. There 
appears no reason why an electing small 
business corporation cannot have such 
a plan with all the benefit of deferment 
of tax upon shareholder-employees. 

Suppose an election is made for a 
year and later during the year the de- 
cision is regretted? Clearly, the election 
can be revoked for the following year 


all 


However, it also appears to be possible 


with the consent of shareholders. 
deliberately to destroy the election for 
the current year, at any time prior to its 
close. The law provides for automatic 
termination of the election with respect 
to any taxable year in which (1) some- 
one who was not a shareholder when 
the election was made becomes a share- 
holder and does not timely consent to 
the election, or (2) the corporation 
ceases to be a ‘small business corpora- 
Thus, it seems that if A holds 


1,000,000 shares in Corporation X, being 


thions.” 
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all its issued and outstanding stock, he 
may in effect rescind the election for a 
year by selling one share to B. Will any 
“business purpose” doctrine be applied 
to such a transaction? Perhaps not, in 
view of the fact that the statute in such a 
the corporation 
using the election again for five years, 


case prohibits from 
although the same prohibition applies 
to formal revocation effective for the 
following year. Also in such a case the 
Government is not placed in a position 
worse than it would have been in had 
no election been filed. 

These provisions will be disadvan- 
tageous if a corporation’s income were 
otherwise tax-free. For example, use of 
the election would convert municipal 
bond income, tax-free to the corpora- 
tion, into taxable income to the share- 
holders. 

In conclusion, these new provisions 
offer some increased flexibility in tax 
and business planning, and at the same 
time uncertainties which it is hoped will 
be resolved by Regulations. 


Incorporate, elect and get 
new accounting options 


by Sam Butler 


A new corporation has the valuable 
right to choose accounting years and 
methods. Very often its first year shows a 
loss. These facts can make electing under 
Subchapter S very attractive. Mr. Butler, 
a CPA and partner in the Denver firm 
of Butler and Munishor, shows how this 
works in the cattle-feeding business. 


THE PROBLEMS AND DANGERS under Sub- 
chapter S are many. Caution should be 
exercised, but certain situations warrant 
an election. There are cases in which the 
relative risks are not great—even if some 
of the later rulings and Regulations turn 
out to be unfavorable. 

One aspect of Subchapter S which 
appealed to us is the possibility of tak- 
ing advantage of the elections made 
available when a new business organiza- 
tion is formed. This could be applied 
in those situations in which a presently 
existing taxpayer who is operating as 
a single proprietorship or a partnership 
incorporates, makes its election under 
Subchapter S and has available new elec- 
tions as to accounting method, fiscal 
years, etc. 

An illustration of its use for taxpayer's 
benefit lies in the cattle feeding business, 


in which it is often advantageous to 





qualify as a farmer, use the cash basi 
and thereby be permitted to deduct the 
cost of feeding the animals. Non-farmey 4 
and farmers on the accrual basis mug 
add feed cost to the cattle inventory. An 
individual or partnership on the accrual 
basis could form a new corporation to 
get the opportunity to change to th 
cash basis. Very often the corporation's 
first return would show a loss if the® 
cattle being fed are still on hand at the 4 
end of the accounting period since the] 
feed is being deducted when paid for. 

If an individual or partnership feed. ; 
ing cattle cannot qualify as a farmer be. 
cause feeding is not a material factor 
in its over-all operations, the segregation 
of this portion of its business as a sep 
arate entity would be advisable. Thus a 
packing house (if not incorporated) 
which also feeds some cattle could place 
the cattle feeding operation in a Sub 
chapter S corporation, qualify as a 
farmer and then have the benefit of all 
those elections available to a farmer. 

State treatment of Federal taxes paid 
by the shareholder on undistributed in- 
come presents a good reason why the 
corporation may wish to declare sub 
stantial dividends from current earnings. 
Since most income-taxing states will not 
allow deduction for taxes paid on up 
distributed income, an actual distribu 
tion is the only way to retain a valuable 
deduction for the shareholder. 

There also appears to be another, but | 
related, 
dividend. If the shareholder’s portion 
the 


reason for declaring such af 


of income is material, Federal in- 


come taxes will be large. How is sucha 


Pe eT ey 


shareholder going to pay it? Very often 
his only source of cash is the Subchapter | 
S corporation. The best or safest step in 
many cases would be to declare a divi 
dend. Of course, if the corporation needs 
the funds, then it may be necessary to 
lend it back to the corporation. 

In one situation an odd circumstance, 


TT SARE 


which apparently was not anticipated in | 
the law, developed. A_ loss corporation } 
qualified under Subchapter S by timely 
election for the calendar 1958. | 
Under Section 1372(c), if a small bus- 
ness corporation meets the requirements 
of qualification after September 2, 1958, 
it is eligible. In this case some of the 


year 


stock of the Subchapter S corporation 
was held by another corporation until 
June, 1958, at which time it was trans 
ferred to individuals. The allocation of 
losses under Section 1374 permits ‘all 
shareholders who held stock during the 
year to claim their proportionate share 
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of the loss. Thus, we-have a case of a 
corporate shareholder being in a posi- 
tion to claim a loss from a Subchapter S 


ra »rporation. 


Self-employed over 65 may 
get SS benefits by electing 


by Frank A. Gunnip 


in interesting application of Subchapter 
S involving possible social security bene- 
fits is reported by Frank A. Gunnip, 
CPA, of Wilmington, Delaware. 
SUBCHAPTER S APPEARS to afford some 
taxpayers a real opportunity to increase 
their income from social security. 
\ssume that a indi- 
vidual is over 65 and is eligible for maxi- 
mum social security benefits, but is pre- 
vented from receiving them because of 
his self-employment income. He, there- 
fore, incorporates his sole proprietorship 
and elects to be taxed as a conduit cor- 
poration under Subchapter S. He does 


self-employed 


not receive any salary or wages from the 
corporation. 

His personal income tax liability is 
the same under a conduit corporation as 
it was as a self-employed individual. 
However, the $180.00 self-employment 
tax (3.75% x $4,800.00) is avoided and he 
is eligible for $1,392.00 (12 x $116.00) 
social security benefits for himself and 
$696.00 (12 x $58.00) if his wife is over 
65. He is, therefore, able to increase his 
spendable income as much as $2,268.00 
situation 


per annum. This 


illustrated as follows: 


may be 





2 
3 5 
§ 
a 
s #3 
st 
ae os 
Salary None None 
Adjusted Gross Income . 4,800. 4,800. 
Income Tax from table, 
(4 exemptions) 389. 389. 
Self-employment Tax 180. None 
otal Tax Liability 569. 389. 
Net Income After Taxes . 4,231. 4,411. 
Social Security Benefits None 2,088. 





Spendable Income 4,231. 6,499. 





Chere does not appear to be any pro- 
vision in the Code requiring the pay- 
ment of compensation for services ren- 
dered. The power of the Commissioner 
to allocate these dividends among family 
shareholders 1375(c) 
would not appear to affect this situation. 
Che income tax is the same under both 


under Section 
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methods so the Commissioner should 
have no objection. In the case of a 
husband-and-wife partnership which is 
incorporated as a conduit corporation, 
they could both be eligible for .maxi- 
mum social security benefits, or $2,784.00 
per annum. 

Since this tax benefit to persons eli- 
gible for social security may have been 
an entirely unanticipated result of Sub- 
chapter S, it seems advisable to approach 
it with caution. Indeed, some tax men 
have expressed the fear that the Social 
Security Administration will refuse to 
treat distributions from an electing cor- 
poration as dividends. 


Dangers great; immediate tax 
saving only reason to use 


by Fred T. Neely 


For the typical taxpayer in a farming 
community, the Subchapter S election 
has numerous hazards, which justify its 
use only when tax savings are large, im- 
mediate and sure. Mr. Neely, CPA in 
Greenwood, Mississippi, comments on 
the tax dangers he sees in the election. 


DURING RECENT YEARS taxpayers of our 
area have seen the generous gestures of 
the Congress with respect to deprecia- 
tion countered by the aggressive efforts 
of Revenue Agents to reduce deprecia- 
tion deductions. After such experiences, 
it is natural that any tax program bear- 
ing the label of relief to small business 
will be viewed with something less than 
complete enthusiasm and trust. 

Many corporations are automatically 
excluded from the provisions of Sub- 
chapter S by the number of stockholders 
and the nature of the corporate income. 
One that does receive tax re- 
lief from the election is made up of 


group 


those who must pay out most or all of 
their current income to avoid the threat 
of the penalty tax on improper accumu- 
lations. And the election is desirable for 
corporations owned by one or two stock- 
holders who derive all of their income 
from participation in the corporate busi- 
ness whenever the addition to personal 
tax through the election is no greater 
than the corporate tax eliminated. 

All 
proach this election very carefully, con- 


other corporations should ap- 
sidering all possible individual benefits 
and risks. An income change from a 
depreciation or other small adjustment 
may necessitate a recomputation of tax 


for 10 stockholders bringing them a cer- 


~ 


tainly tedious and possibly expensive 
examination of their returns. 

In an agricultural community, it may 
frequently happen that a corporation 
and its stockholders will all be engaged 
in the very speculative production of 
farm crops. In a good year, the election 
to take corporate earnings into personal 
income may result in taxation at rates 
that are quite disconcerting. On the 
other hand, in a bad year the election 
may lose for the corporation the privi- 
lege of a tax recovery which would be 
worth 52% of the current year’s loss. 
The stockholders, who probably will 
be affected by the same adversity, may 
find themselves without enough income 
to use both the corporate loss and their 
own deductions for taxes, interest, con- 
tributions, medical expenses, etc., their 
personal exemptions and the limitations 
on long-term capital gains. 

The termination of a desirable elec- 
tion may come about through events 
beyond the control of corporate manage- 
ment, such as the increase in number of 
stockholders when stock goes to several 
heirs at the death of a stockholder, al- 
though forethought in revision of wills 
may sometimes eliminate this possibility. 
Problems in a community-property state 
where it appears that a married stock- 
holder will be counted as two furnish 
another example of a threat to over-all 
tax saving. 

In view of all the possibilities for tax 
disadvantage in a Subchapter S election, 
a decision to elect is justified only if the 
immediate savings are valuable and the 
chance of loss is well guarded against. 


337 liquidation improved 
by Subchapter S election 


by Jerry Sklar 


Liquidating a Subchapter S corporation 
under Section 337 presents an interest- 
ing tax saving possibility. It is explored 
by Mr. Sklar, who is a CPA and attor- 
ney of New York City. 


THE OF SUBCHAPTER § 
with other sections of the Code presents 
some unusual and probably unforeseen 
possibilities. 


INTERRELATION 


One of the most intriguing of these 
is that of electing under both Sub- 
chapter S and Section 337, either, or 
neither. Quite sizable differences arise in 
the tax result of liquidation. For exam- 
ple, when the corporation has an op- 
erating loss, use of both Subchapter S 
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and the 12-month liquidation provisions 
of 337 results in the preservation to the 
stockholders of a corporate operating 
loss and keeps it from being offset by 
the capital gain on the liquidation. 

In one case the corporation had been 
operating at a loss during its fiscal year 
the stockholder decided to 
liquidate. Its balance sheet then showed: 


when sole 
ASSETS 
assets, COSt 


(Market value $70,000) 


LIABILITIES 
Capital stock 


Net $35,000 


$15,000 
Accumulated earnings 
Start of year 
Loss to date 


$25,000 


5,000 20,000 





$35,000 

The stockholder’s basis for the stock 
was $15,000, the cash he originally paid. 
If the corporation elects under Sub- 
chapter S and then elects to liquidate 
337, the $35,000 
gain on the sale of the assets will not be 
recognized to the corporation and thus 
will not become a part of its earnings 
and profits. (Section 312(f)(1)). Since 
the capital gain has not become a part of 
the earnings and profits, it cannot be 
decreased by the operating loss. The 
corporation, having elected under Sub- 


pursuant to Section 


chapter S, will pass the operating loss 
on to the stockholder. The result is that 
the stockholder reports the capital gain 
on the sale of the assets in full (through 
the use of Section 337) and deducts the 
corporate loss as an ordinary loss. 

The stockholder, therefore, reports on 
his income tax return: 

1. Income passed through under Sub- 
chapter S, in this case, an ordinary loss 
of $5,000. 

2. Capital gain on liquidation: Cash 
received: $70,000, basis of $10,000 
(original basis $15,000 less $5,000 Sub- 
chapter S ordinary loss) leaving net capi- 
tal gain of $60,000. 

If the corporation elects under Sub- 
chapter S, but does not elect Section 337, 
the gain on the sale of its assets will 
be recognized to the corporation, but 
it will not pay the tax. The shareholder 
will report the capital gain as a long- 
term capital gain, but must reduce the 
capital gain by the corporation’s operat- 
ing loss. Under the law the stockholder 
treats as long-term capital gain his pro- 
rata share of the corporation’s net long- 
term capital gain over its net short-term 
capital loss, but this capital gain cannot 


exceed the corporation’s taxable in- 
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come. The taxpayer will report on his 
income tax return: 

1. Income passed through Subchapter 
S is $35,000, of which only $30,000 is 
recognized. 

2. Capital gain: cash received $70,000; 
original cost of $15,000 plus $30,000 cor- 
porate income passed through gives an 
effective basis of $45,000 leaving $25,000 
net capital gain. 

By the use of Section 337 in conjunc- 
tion with Section 1372, the shareholder 
is permitted to report the sale of the 
assets as a capital gain and take a cor- 
porate loss as an ordinary loss under 
Section 1374. Without the use of Section 
337, a part of the capital gain would be 
offset by the ordinary loss rather than a 
capital loss. 

Thus, although Sections 1371-1377 set 
the rules for determining the basis of 
stock to the shareholders and the re- 
tained earnings and profits of the cor- 
poration, it must be remembered that 
these sections do not limit the use of 
other parts of the Code. Other sections 
can be used which are of material bene- 
fit to all corporations, including Sub- 
chapter S Corporations and, if this is 
so, advantage should be taken of them. 
Since the Code in no way co-ordinates 
the new Subchapter S with the liquida- 
the tax practitioner 
must, of course, approach the simultan- 
eous use of these provisions with ex- 
treme caution. 


tion provisions, 


Subchapter S and family 
tax planning 


by Richard D. Hobbet 


Richard D. Hobbet, of the Milwaukee 
law firm of Michael, Spohn, Best & 
Friedrich, illustrates advantages and dis- 
advantages of a Subchapter S election 
in connection with family tax planning. 


old serial, “The 
was a piker in fabri- 
cating perilous situations when com- 
pared with those which the authors of 
the tax 
lawyer. The following actual situation 
will illustrate my meaning. A family 
owned a corporation and a partnership, 
both in the construction business. The 
family was concerned about protecting 
the individuals’ assets from potentially 
large partnership liabilities. Yet they 
wanted to continue one business as a 
partnership because all members of the 
family counted on withdrawing all its 


the 


THE WRITER of 


Perils of Pauline,’ 


tax laws manufacture for the 









profits each year..This would have beg 
far too costly with a corporate form 9 
business. Besides this, they wanted to qy 
their individual taxes by further spread 7 
ing of income within the family. . 
All desired ends could have been a 
complished by use of a corporation ele. a 
ing under Subchapter S. The corporat] 
form would give the desired protection 7 
from large business liabilities; it would 
also provide a convenient method of 
making gifts within the family—either 
directly in the case of adults, or by ux® 
of a custodian in the case of minors- 
thus spreading income; and complete 
freedom to distribute profits without a¥ 
double tax would be retained. % 
However, this problem was presented 
to us a short time before Subchapter §) 
had been conceived. With no knowledge 
of this soon-to-be proposed law, the 





solution we used was a limited partner R 
ship with trusts for minors participating| 
as limited partners, combined with 3 
tightening of their business insurance. 
Last fall these same clients wanted to 
know why they should not incorporate 
and make a Subchapter S election. The A 
existence of the trusts made qualification J 
impractical and we advised against ref 
organizing the ownership of the busines 
again at that time merely to make the 
Subchapter S election. It seemed much 
wiser to permit the law to “age”’ before] 
further changes. The cliens 
were disappointed and their natural re 7 
action was that we, as their lawyers 
should anticipated this drastic ’ 
change in the law. j 
However, this situation does point up 
the possible use of multiple corporate 
entities in conjunction with Subchapter 
S. Consider a family business owned by 
a father and his two sons and daughter. 
The father has a large income from 
sources unconnected with the busines 
and, therefore, draws only a small salary. 
The sons receive substantial salaries, but 
have little outside income. The daughter 


making 


have 


ins 


is inactive and is unable to share in cor 
porate profits except through dividends 
which are costly to the family considered § 
as a whole. It if were possible to split a 
this business into two corporations, al ‘ 
excellent solution possible 
through utilization of Subchapter S. The 
three children would own all the stock 
in one corporation, which would make 
the Subchapter S election. The othe 
corporation could be owned by the et 
tire family, with the father’s share im 
creased to avoid gift tax problems. I 
would make no such election. The elect 
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ing corporation would distribute all of 
its profits to the two sons and daughter. 
In this manner the daughter could share 
in the profits of the business without 
detriment to it or to the family. Some 
profits could still be accumulated in the 
second corporation for ultimate capital 
gain upon sale or liquidation. The sons 
would continue to receive approximate- 
ly the same amount of current income. 
[hese examples may suggest possibili- 
ties for the use of multiple entities to- 
eether with Subchapter S in family tax 


planning. 


Election not always wise 
for a loss corporation 


by John L. Reeves 


Choice between immediate advantage to 
majority stockholders and long range 
advantage to the electing corporation is 
considered by Mr. Reeves, a CPA in 
practice in Cleveland, Ohio. 


BUSINESS HAS BEEN URGING Congress for 
eliminate the 
corporation earnings. Now a way has 
been found to do this for small corpora- 
tions that can qualify for the election 


years to double tax on 


under Subchapter S, but the path toward 
this goal is strewn with obstacles. In 
some cases the benefits to be gained by 
electing are so clear and indisputable 
that there simply is no problem. In 
others, however, the benefits may be 
short-lived, non-existent, or the net re- 
sult may work a great disadvantage to 
the corporation or to minority interests. 

\ “conduit” corporation, often called 
“pseudo” (a misnomer in my opinion), 
is a means of conveying profits of corpo- 
rations having less than 11 stockholders 
into taxable income of the owners with- 
out a double tax on the profits when 
they are finally paid to the owners as 
dividends. This seems.simple and sen- 
but because the 
Code provisions dealing with corpora- 
tions are vastly different from those 
dealing with individuals and _partner- 
ships, you have to study each case in- 
dividually for possible dangers in elect- 
ing. A net loss carryover that may be 
usable by the corporation within five 
years is normally not deductible by the 
individual owners. Spouses in commun- 
ity-property states have a half interest 
in ownership and are counted as sep- 
arate stockholders for election purposes. 
This may bring the number of stock- 
holders above 10, thereby disqualifying 


sible on the surface, 
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the corporation. The 4% dividend-re- 
ceived eredit, as well as the $50 per 
spouse dividend exclusion is lost. The in- 
come taxed to the shareholder 
treated as retirement income. 


is not 


The “elective” proration of earnings 
not paid out increases the stockholder’s 
basis. The absorption by him of the 
corporation’s current net operating loss 
reduces his basis. There will be many 
complications in estates, sales or ex- 
changes of corporate stock and qualifi- 
cations of charitable contributions. The 
problem arising in reporting for an 
accrual-basis corporation with cash-basis 
shareholders will not be easily solved. 
These difficulties may lead to amending 
legislation; indeed Senator Sparkman, 
Chairman of the Senate Select Com- 
mittee on Small Business, has already 
hinteé this. 

Let me outline for you the factors 
motivating a corporation that did make 
the election. The corporation had a 
loss and the stockholders were eager to 
apply it to their own income. I advised 
against the election, but in vain; all I 
could say was, “I think you will regret 
it,” and I still think they will. The 
corporation is a new one, formed in 
June, 1958, and has seven stockholders. 
Only one class of stock is outstanding, 
but there are debentures. There are 
major unsecured loans from a bank and 
from several stockholders. The corpora- 
tion is engaged in a seasonal business; 
its natural business year ends on June 
30. Between June and September | of its 
first year there were no sales as the 
corporation was doing major remodeling 
of its factory, and then the major effort 
was devoted to building up the neces- 
sary inventories for a large-scale push in 
the fall and winter months. The corpo- 
ration’s profit from January to June, 
1959, will almost certainly be large 
enough to into the 52% tax 
bracket. The majority stockholders have 
outside interests which yield them large 
incomes and put them in high tax 
brackets. They want to charge off their 
pro-rata share of the corporation’s net 
loss to December 31st of its first year 
by having the corporation choose a 
calendar year and elect under Sub- 
chapter S. The minority stockholders, 
bound by a voting trust, have no choice 
but to go along with the idea, although 
they will get little or no benefit by the 
tax-saving; instead, they, as minority 
shareholders, will suffer by the inability 
of the corporation to apply this loss to 
its seasonal profits at their top level. 


come 
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It seemed to me penny-wise and 
pound-foolish for the majority to ignore 
the eventual benefits to the corporation 
of the application of this half-year loss 
against the anticipated second half-year 
profit. The minority interests are bound 
to suffer eventually. A new calendar- 
year corporation, expecting a net oper- 
ating loss in its first year of operation, 
is a fit subject to make the election. 
However, a “natural” fiscal-year corpora- 
tion, such as this one, should carefully 
consider all the facts before jumping 
into a position that it may regret before 
its natural business year makes a com- 
plete cycle. 


Subchapter S election may 
cause increase in state taxes 


by Robert J. Kalupa 


The effect of state income tax laws upon 
a corporation electing under Subchapter 
S is discussed by Mr. Kalupa, of the law 
firm of Whyte, Hirschboeck, Minahan, 
Harding & Harland, Milwaukee, Wis. 


SINCE THE LEGISLATURES of most states 
have just begun their sessions, reactions 
to the new Federal Subchapter S addi- 
tion to the 1954 Code that have already 
developed are in the form of state tax 
rulings based upon present state law. 
Corporations electing under Subchapter 
S for 1958 need information on state re- 
porting and in some states, such as 
Massachusetts, official rulings have been 
issued by the state tax commissioner. In 
others, letters indicate state 
reaction. 


informal 


Of the states that impose both corpo- 
rate and personal income taxes, indica- 
tions are that corporate income will con- 
tinue to be taxed as such despite Sub- 
chapter S election by the corporation for 
Federal purposes. Since a Federal in- 
formation return on Form 1120-S must 
be filed with the District Director by 
such corporations, a crosscheck will still 
be available to the states. Although 
Pennsylvania imposes no personal in- 
come tax, it currently taxes corporations 
at the rate of 6% of the net taxable in- 
come reported on the Federal return 
(without allowance for net operating 
loss deduction). Pennsylvania has in- 
dicated that it will base its tax upon line 
27 of Form 1120-S. 

Since Federal taxes are allowed as a 
deduction from corporate income in 16 
of the states which tax income, the 


state tax will be increased by the elec- 
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BOOMERANG 


PERHAPS a summation of the views 
of many practitioners is included in 
the brief comment of George E. 
Gibson, of the law firm of Stinson, 
Mag, Thomson, McEvers & Fizzell, 
Kansas City, Missouri: 
“Nothing of unusual 
came my way in the first round with 
Subchapter S. My over-all feeling 
about it is summed up in Mr. Jus- 
tice Jackson’s phrase: a field 
beset with invisible boomerangs.’” 


interest 











tion; there being no Federal tax on an 
electing corporation, there will be no 
deduction for it. Thus a sizable deduc- 
tion from state income taxes will be 
lost. A question some of these states must 
deal with is whether such electing corpo- 
rations will be allowed a deduction for 
Federal taxes paid by shareholders on 
the undistributed net income. Probably 
a deduction for such taxes will not be 
allowed to the shareholder and a hard- 
ship may arise in the complete loss of 
the deduction for state purposes. 

Many of the states which tax per- 
sonal income have already indicated 
that only the actual distributions from 
electing corporations will be considered 
income to the shareholder. When a 
shareholder of an electing corporation 
later receives distributions of this “‘undis- 
tributed taxable income,” it will presum- 
ably be fully includible in his income at 
that time. Since this distribution is free of 
Federal tax, there will be no deduction 
of Federal tax on the state return at that 
time. It seems likely, therefore, that at 
no time will anyone be permitted to de- 
duct from income taxable by the state 
the Federal tax on these subsequently 
distributed earnings. The Federal tax 
the stockholders paid on them while 
still undistributed was not a tax on in- 
come for state purposes and then, when 
the earnings were paid out as dividends, 
there was no tax in that year. Nor does 
the corporation itself seem entitled to a 
deduction; it paid no Federal tax. 

However, of the states which tax per- 
sonal income, 14 do not allow any de- 
duction for Federal taxes. Many of those 
states which allow such a deduction limit 
it so that Federal taxes paid are rarely 
fully deductible from state income. The 
state tax cost ofa Subchapter S election 
will not usually be prohibitive, and 
there is a chance that there will be re- 
lief legislation in the states. If undis- 
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tributed taxable income accounts for a 
large portion of a shareholder’s Federal 
tax, states that ordinarily allow Federal 
taxes as a deduction should in justice 
allow a deduction here either by the 
corporation or by the individual. 

Some states, such as Michigan and 
Ohio, do not impose income taxes as 
such, but their intangible property taxes 
are affected by Subchapter S. Michigan 
has already indicated that it will tax 
only distributions actually received by 
the shareholder from electing corpora- 
tions, whereas Ohio has indicated that 
it will impose its intangibles tax upon 
all earnings of such corporations which 
the shareholder includes in his Federal 
return. 

The states that rely upon corporate 
income tax revenue are unlikely to fol- 
low Subchapter S and allow shareholders 
to report income. If states 
were to follow Subchapter S, income of 
electing corporations with non-resident 
stockholders might escape state tax com- 
pletely. Practically all the states are 
searching for added revenue and are 
unlikely to make changes that would 
reduce taxes. This fact, and reactions of 
State tax commissioners to date, show 
clearly that Subchapter S taxation 
methods are likely to remain a benefit 
for Federal purposes only. 


corporate 


Automatic termination a real 
danger to electing corporation 


by Harold H. Hart 


Corporations electing under Subchapter 
S may find the election terminated by 
happenings completely beyond their con- 
trol. This precarious position is the 
chief disadvantage of the election seen 
by Mr. Hart, member of the law firm of 
Richards, Bird and Hart, Salt Lake City, 
Utah. 


STOCKHOLDERS SHOULD CONSIDER the in- 
stability of a small business corporation 
before electing to be governed by the 
provisions of Subchapter S. 

One shareholder of an _ established 
small business corporation by trans- 
ferring his stock, can give his transferee 
power to terminate the. election. The 
other stockholders can do nothing to 
prevent the loss of small-business status. 
One stockholder might transfer his stock 
to several persons and, if that brings 
the total number of shareholders to 
more than 10, the election is automatic- 
ally revoked. The election is also re- 














voked by a stockholder’s transfer of 
stock to.a non-qualified person such a 
a trust, another corporation, a partner 
ship, or a non-resident alien. 
Shareholders may say that they have 
confidence in one another and they are 
not concerned with these possibilities, 
or if they lack confidence, they may 
protect themselves against these con | 


tingencies by a stockholders’ agreement 7) 


that stock must be offered to the corpo 
ration or to the other shareholders be ) 
fore sale to outsiders. p 

There is ever present, however, the 
spectre of a stockholder’s sudden death, 
His hostile heir can terminate the elec. 
tion; if several heirs receive stock, the 
stockholders may exceed 10. 

Remember, too, the possibility of 
termination because of the nature of | 
gross receipts. If more than 20% is 
royalties, rents, dividends, interest, an- 
nuities or gain on sales or exchanges of "i 
stock or securities, the election termi- 
nates. True, termination because of the 
composition of gross receipts is not as 
worrisome as the other possibilities of 
termination because alert stockholders 
can govern the source of receipts. 

Loss of 
can be 


ee 


small-business classification | 
Actual distributions | 
thereafter will be treated as coming out 
of current corporate earnings, not up 
distributed taxable income of prior elec 
tion years on which tax has already been 
paid. The undistributed income re 
ported by stockholders in prior years in 
creased the basis of their stock, but after 
termination of their election, they can 
not recover these amounts tax-free until 
all undistributed earnings and_ profits 
have been distributed. In most instances, 
this means that the earnings are locked 
in and the stockholders must wait until 
a corporation is liquidated before dis 
tributions can be treated as a return of 
capital. 

Suppose that a corporation made an 
election for a year in which it had up 
distributed taxable income and the elec 
tion was terminated in a later year and 
then reinstated for still another year. 
If, in the year of an effective new elec 
tion, the actual distributions exceed the 
current year’s earnings and profits (and 
the current year’s taxable income), the 
excess cannot be earmarked as a dis 
tribution to the shareholders of their 
earlier reported share of undistributed 
taxable income. 

Any break in the election means a loss 
of the right to earmark distributions 
as made from the undistributed taxable 
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income, not only of prior years for which 
no election was in effect, but also for any 
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prior taxable years during which an elec- 
tion was in effect. 


Mills Group stands on thin incorporation, 


gifts of 306 stock, despite bar’s protests 


(i OF THE SERIOUS battlegrounds—a 
field and continuous 
litigation during recent years—is the in- 


of extensive 


come tax treatment of corporate obliga- 
tions held by shareholders. The number 
of court decisions resolving the issue of 
thin incorporation is countless, and it 
is perfectly plain that some sweeping 
revision is indicated. It is required to 
put an end to fruitless and costly litiga- 
tion in this area. The small businessman 
and the tax practitioner are entitled to 
have some positive and definite guide 
which can be followed with certainty. 
Section 10 of the Advisory Group Sub- 
chapter C Bill represents a serious at- 
tempt to accomplish the dual goals of 
certainty and an end to this mountain 
of litigation. 

Such goals should appeal to tax prac- 
titioners. Yet it is somewhat surprising 
to find that some bar association groups 
a critical view of the Ad- 
visory Group’s serious efforts. 


have taken 


The Advisory Group presents its solu- 
tion to this pressing problem by recom- 
definition 
of the concept “indebtedness of a corpo- 


mending the adoption of a 


ration.” This is proposed in Section 10 
of the Subchapter C Bill, which would 
add Section 317(c) to the Code, defin- 
ing “indebtedness” under a number of 
very specific conditions which, if com- 
plied with by the corporate shareholder, 
would serve to eliminate conflicts as to 
whether interest on the “indebtedness” 
was deductible and would preclude as- 
sertions that repayments of principal 
thereon are “dividends.” 

Here “indebted- 
ness” designed to eliminate or minimize 


is the definition of 


the thin incorporation controversy as 
reflected in the final Advisory Subchap- 
ter C Bill (italicized words are new in 
the Revised Report): 

“(c) Indebtedness. — For purposes of 
this subtitle, indebtedness of a corpora- 
tion shall include in all events (but shall 
not be limited to) any unconditional 
obligation in writing of a corporation 
to pay on demand on or before a speci- 
fied and not unreasonably distant date a 
sum certain in money incurred upon a 
distribution to shareholders or for an 
adequate consideration in money or 


money’s worth and under circumstances 
which do not negative any reasonable 
expectation of payment, if— 

“(1) the obligation is not by agree- 
ment subordinated to the claims of trade 
creditors generally, and 

“(2) payment, if any, for the use of 
the principal amount is not excessive, 
is not dependent upon the earnings of 
the corporation and is unconditionally 
due not later than the maturity date of 
the principal amount, and 

“(3) the obligation does not entitle 
the obligee to vote upon the election of 
directors of the corporation, and 

“(4) in case the obligation is initially 
held or guaranteed by a shareholder of 
the corporation, immediately after the 
obligation is created the principal 
amount of all obligations of the corpo- 
ration held or guaranteed by its share- 
holders does not exceed by more than 
five-to-one the fair value of the out- 
standing stock of the corporation or the 
total of the capital and surplus paid-in 
with respect thereto, 
greater.” 


whichever is 


The policy and intent underlying the 
proposed definition are plainly an- 
nounced at page 24 of the Revised Re- 
port of the Advisory Group: 

“The advisory group recommends that 
consideration be given to the desirability 
of providing greater certainty in this 
area as a guide to taxpayers, administra- 
tors and courts in ordinary cases. It is 
believed that such a provision would be 
of special benefit to small incorporated 
businesses and the owners thereof, for, 
unlike publicly held corporations, small 
closely held corporate businesses must 
often look to their stockholders as the 
only source of borrowed money.” 


Effect on pending cases 


The principal change in this portion 
of the Report is a very important caveat, 
together with the comment that the 
protection of the proposed Section 
317(c) is designed to be available only 
to narrowly limited types of obligations 
and is intended to be without prejudice 
to the determination of other alleged 
obligations that do not comply with its 
strict requirements. This cautionary re- 
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mark evidently resulted from complaints 
from various tax men and groups that 
pending and future cases not covered 
by the amendment could be seriously 
and adversely affected by the amend- 
ment. It is our feeling that the poten- 
tial threat of the impact on other cases 
which cannot comply with these condi- 
tions is so serious that the problem 
should be plainly and specifically 
covered in the statute. From prior ex- 
perience we find a tendency on the part 
of some IRS representatives to construe 
remedial or clarifying legislation against 
a taxpayer who is not within the terms 
of the amendment unless the statute 
specifically and plainly instructs all con- 
cerned that such cases are not affected 
nor prejudiced by the amendment. 

The American Bar Association Taxa- 
tion Section made this sensible comment 
on the proposed amendment to Section 
317: 

“A. Definition of debt. 

“The Advisory Group recommended 
the addition to Section 317 of a new 
subsection, (c), stating a non-exclusive 
definition of corporate indebtedness in 
order to provide greater certainty in the 
much litigated area involving questions 
of thin capitalization. The comments on 
the proposed amendment indicate a gen- 
eral view that it would not assure the 
result sought by the Advisory Group. 

“In considering any statutory provi- 
sion to meet these problems it is be- 
lieved that the following factors should 
be taken into account: 

“1. While certainty may be desirable 
and may afford some protection, as the 
report of the Advisory Group notes, par- 
ticularly to small incorporated _ busi- 
nesses, it would not appear to be possi- 
ble to achieve certainty without adopt- 
ing rules of thumb with respect to such 
items as the maximum term of the obli- 
gation, maximum interest rate and the 
like. Certainty is not likely to be 
achieved by a statutory provision such as 
the proposed new subsection (c), which 
contains such uncertain terms as “not 
unreasonably distant date” and “reason- 
able expectation of payment.” If more 
specific terms are used, however, the 
possibility of the restrictive application 
of the statute, even though it is non- 
exclusive, may offer more hazard than 
protection for the close corporation. 

“2. Serious question may be raised as 
to the desirability of providing at least 
a negative statutory disapproval to debt 
which is subordinate to trade creditors, 
or exceeds the current value of capital 
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stock by a ratio of greater than five to 
one. Circumstances frequently encoun- 
tered would seem to justify respecting 
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debt which is created in contravention 
to both of these points. .. .” 
The Chicago Bar Association Com- 





IMPORTANCE OF MILLS’ 


THE MONUMENTAL proposals for re- 
vision of Subchapter C produced by 
the Mills’ 
Group in December, 1957, have now 


Subcommittee Advisory 
been further amended. 
The Advisory Group 
pointed by the Mills Subcommittee 
on Revenue Taxation to 
study Subchapter C and, after the 
original Report was published, the 
Group continued its studies and con- 


was ap- 


Internal 


sidered testimony, comments and sug- 
gestions submitted by various bar as- 
sociations and other interested groups 
and organizations. The conclusions of 
the Advisory Group resulting from 
this further work are incorporated 
in a revised and final report which 
was transmitted to the House Com- 
Ways 
1958. 

The Revised Subchapter C Report 
and the accompanying Bill reflecting 


mittee on and Means on 


December 10, 


the major legislative amendments 
recommended and explained in the 
Report are now under review by the 
the American 


Bar Association, and it is anticipated 


Taxation Section of 
they soon will be studied compre- 
hensively by the Ways and Means 
Committee. Because of the significant 
and sweeping impact of the Advisory 
Group’s recommendations upon many 
affected Sub- 
the editor of this depart- 


tax transactions by 
chapter C, 
ment and tax writers throughout the 
country will in coming months com- 
ment in these columns on some of 
the significant proposed changes. 
Although it is our conviction that 
each substantial revision suggested 
by the Advisory Group after intensive 
study warrants careful consideration 
on the merits, we are much impressed 
with the highly practical view recent- 
ly expressed by the Committee on 
Federal Taxation of the Chicago Bar 
Association. In September of 1958, 
that Committee, made up of a num- 
ber of outstanding tax lawyers, com- 
pleted an exhaustive study of the 
original Advisory Group Report and 
submitted to the Chief of Staff of the 
Joint Committee on Internal Rev- 


enue two detailed memoranda aggre- 





ADVISORY GROUP PROPOSALS 


gating about 70 pages of specific com- 
ments, observations or objections to 
the important provisions of the 
original Advisory Report and Sub- 
chapter C Bill. In completing this 
tremendous undertaking, the Com- 
mittee felt compelled to the view that 
Subchapter C of the 1954 Code was 
already so complicated and difficult 
for even the specialists to understand 
that, since statutory continuity -was 
more important than theoretical per- 
fection, it would be preferable to re- 
ject all of the proposed amendments. 
This highly practical approach was 
formally expressed in the transmittal 
letter of the Committee, of which 
Charles W. Davis, formerly Chief 
Counsel of the IRS was chairman: 

“WHEREAS, it is the view of this 
Committee that Subchapter C of the 
1954 Code is already so complicated 
as to make difficult a workable under- 
standing even by tax specialists, and 
that the effect of the proposed amend- 
ments is to magnify these imperfec- 
tions and to make still further basic 
changes in the tax treatment of cor- 
porate distributions and adjustments; 
and “WHEREAS, the taxpaying public 
has a greater interest in simplicity 
and continuity of statutory provisions 
in this important area of federal in- 
come taxation than in theoretical per- 
fection, 

“NOW, THEREFORE, BE IT RESOLVED 
that the Committee on Federal Taxa- 
tion of the Chicago Bar Association 
recommends that all of the proposed 
amendments to Subchapter C be re- 
jected, and that no change in basic 
structure or philosophy should be 
enacted at this time.” 

Since this practical approach will 
in all probability not be shared uni- 
versally, and since it is likely that 
most of the Advisory Group’s recom- 
modification 
thereof will be accepted by Congress, 
it is not too soon for the tax men to 
begin getting familiar with them. We 
will focus on two significant recom- 


mendations or some 


mendations in this issue and others 
will be considered later. 
Richard L. Greene, Editoy 














mittee on Federal Taxation was quite 
critical of the proposal: 

“Section 317 presently provides defini. 
tions for the meaning of the terms “prop. 
erty” and “redemption of stock.” Sec 
tion 11 of the Advisory Group repor 
recommends the adoption of a definition 
for “indebtedness of a corporation.” The 
Advisory Group dwells upon the fac 
that the proper income tax treatment 
of corporate debt obligations held by 
shareholders has been fruitful of much 






controversy and litigation during recent 7 


years and goes further and points out 
that there are no well-defined standards 


by which one can determine whether or 
not a shareholder’s advances to a cor | 


poration constitute loans or contribu. 
tions to capital. 

“The 
definition 
ration as 


Advisgry Group 
of 


proposes a 
indebtedness of a corpo 


including, but not bein 
g § 


limited to, any unconditional obligation 7 


of a corporation to pay a sum certain in 


money, under a multitude of condi 


/ 


tions: 
“The Committee disapproves of the 


proposed statute. We believe it provides 
a blueprint for tax avoidance. The Serv- 9 


ice would probably regard the statute as 


exclusive and attack any form of in 
debtedness not within the narrow scope 
of its provisions, thus subjecting much 
bona fide indebtedness to unwarranted 
litigation.” 

It is significant that, although the Ad- 
visory Group considered the objections 
and suggestions of these important Bar 
Associations, it nevertheless proceeded to 
make its positive recommendation of a 
definition of “indebtedness” designed to 
minimize litigation. It remains to be 
whether the House Ways and 
Means Committee and Congress will ac 
cept the proposal in the face of such 
objections. 


seen 


Charitable gifts of preferred stock 


One tax planning tool which has 
gained in popularity during recent years 
is the gift to charity of preferred stock. 
The stock may have been previously 
outstanding, but is more likely to have 
been issued to the prospective donor as 
a tax-free dividend under Section 306. 
Of course, if it was distributed as a 
dividend since 1954, it is probably also 
“tainted” preferred under Section 306 
so that the owner would normally realize 
ordinary income, not capital gain, upon 
its subsequent sale or redemption (sub- 
ject to certain limited exceptions). ‘Thus, 
his tax adviser recommends that the 
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preferred stock, or part of it, be given to 
charity. The tax advantages are three- 
fold: 

|. a substantial income tax charitable 
deduction to the extent of the value of 
the gift of preferred stock; 

2. a reduction of potential death taxes; 

3. a disposition of “tainted” stock free 
of any of the tax otherwise imposed by 
Section 306. Moreover, the donor usually 
gives up no part of his voting control in 
the corporation, which is frequently a 
priceless ingredient in a closely held 
corporation. 

The Mills Advisory Group on Sub- 
chapter C proposed to pull the rug from 
under this type of tax planning. Sur- 
prising and intriguing is the fact that its 
recommendation was made in the teeth 
of and contrary to a recent ruling of the 
IRS. In Rev. Rul. 57-328 the Service 
had ruled that the shareholder was en- 
titled to his charitable deduction for 
the gift of the preferred stock and that 
he “realized” no income from the gift 
to the charity. The Ruling even held, 
after noting that there must be no pre- 
arrangement as to the sale or redemp- 
the charity, that a 
subsequent sale of stock by the charity 


tion of stock by 
would not result in realization of income 
by the donating shareholder. 

Even in the face of this Treasury ap- 
proval, the Mills Group recommended 
that the charitable contribution deduc- 
tion be reduced by the amount which 
would have been taxed at ordinary in- 
come rates under Section 306 if the 
stock had been sold instead of con- 
tributed. Thus, by creating this unique 
much of 
the charitable deduction would be elim- 
inated. Thus, if the preferred stock had 
a fair market value of $10,000 and the 
basis was $1,000, the proposal would cut 


fictional or constructive “‘sale,”’ 


deduction down from 
$10,000 by $9,000, leaving only $1,000 
to be deducted. 


the charitable 


Che proposal contained in Section 7 
of the Report discussing Section 306 ac- 
tually Section 
170(b), relating to limitations on charit- 
able deductions. The Advisory Report 
graciously notes that there is a reduc- 


would seek to amend 


tion in the amount of the charitable con- 
tribution only if Section 306(a)(1)(A) 
would have applied to the fictional sale 
of such stock. Thus, if the rarely applied 
exceptions in Section 306 would have 
prevented the “tainted” or ordinary-in- 
come effect from a theoretical sale, then 
the charitable gift will not be reduced. 
Normally, this would provide small com- 
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fort to donors making charitable gifts 
of preferred stock. 

What weight did the Advisory Group 
give to the widespread opposition by 
leading tax men to this proposal? The 
Taxation Section of the American Bar 
Association in its annual meeting in 
Los Angeles in 1958 had specifically op- 
posed the recommendation, even though 
some of the members apparently were 
not unanimous and expressed different 
their opposition. Other 
groups, such as the Chicago Bar Associa- 
tion Taxation Section, were even more 
vigorous in their opposition to the 
strange proposal. In the face of such 
extensive and nationwide 
and criticism of the proposed amend- 
ment, it is somewhat strangé to find 
not even a passing reference to it in the 
Revised Report of the Advisory Group 
published in December 1958 after long 
consideration of many views on its orig- 


reasons for 


opposition 


inal proposals. 

The Revised Report would justify the 
amendment to Section 170(b) on the 
ground that “charitable contributions of 
Section 306 stock are substantially differ- 
ent from charitable contributions of 
other stock.” It is also maintained that 
a charitable gift of preferred stock per- 
mits a “bail-out” of earnings and profits 
that have not been taxed, and that the 
donor can obtain the charitable deduc- 
tion while leaving unchanged his in- 
terest in the control and “the future 
earnings of the corporation.” 

We find the reasons proposed in the 
Revised Report unconvincing and are 
not satisfied with this not too subtle at- 
tack on charitable deduction of appre- 
ciated property. The reaction of the 
Chicago Bar Association Federal Taxa- 
tion Committee neatly sums up the view 
of many tax men throughout the coun- 
try: 

“We disapprove the proposal to 
amend Section 170 (b) to reduce the 
charitable deduction obtainable on the 
contribution of 306 stock by the ordin- 
ary income component 
have appeared had the 306 stock been 
sold instead of given away. We believe 
that the arguments presented in justifica- 
tion of the proposal are unsound in 
two respects. In the first place, the share- 
holder does not “keep unchanged his in- 
terests in the control and in the future 
earnings of the corporation.” He is ob- 
viously giving up the right to receive 
dividends on the stock transferred, and, 
therefore, his interest in future earnings 
is pro tanto reduced. So far as control 


which would 


is concerned, this depends upon whether 
the preferred stock is voting or non- 
voting stock, and in any case would seem 
no different in this respect from a trans- 
fer of a small portion (less than con- 
trol) of common stock. In the second 
place, the transfer would seem to be no 
more of a bail-out than in any case in 
which stock has appreciated in value by 
reason of accumulated earnings, whether 
a close corporation or a public corpo- 
ration, and whether the stock so trans- 
ferred is preferred or common. In our 
view the proposal amounts merely to an 
indirect attack on allowing a charitable 
deduction of appreciated property with- 
out taxing the appreciation.” 

The Advisory Group’s recommenda- 
tion designed to kill or reduce charit- 
able gifts of preferred stock is surpris- 
ing when measured in the light of the 
prior Treasury approval and the wide 
opposition of tax groups, and tax prac- 
titioners and charitable organizations 
will welcome the quick demise of the 
proposal. wr 


Don’t delay distribution 
in partial liquidation 


A REQUIREMENT FOR Capital-gain treat- 
ment in a partial liquidation under Sec- 
tion 346 is the prompt distribution of 
the proceeds of the sale in liquidation. 
It is not safe to delay indefinitely in 
making the distribution to shareholders 
after making the sale of a business and it 
is particularly hazardous to use the pro- 
ceeds of the sale temporarily in the cor- 
poration’s remaining business. 

A classic example of the Treasury’s 
principle of promptness is illustrated in 
recent Rev. Rul. 58-565 (1958-47 IRB 9). 
Here the taxpayer sold a building in 
1952 and used the proceeds in its re- 
maining business. Much later, in 1957, 
it adopted a plan of partial liquidation 
and proceeded finally, after this long 
delay, to distribute an amount equal to 
the proceeds of the 1952 sale. The tax- 
payer, requesting capital-gain treatment 
under Section 346, was disappointed by 
an adverse ruling. 

Referring to the Regulations, the 
Service bluntly observed: “. . . The dis- 
tribution of the proceeds of the sale of 
one of several businesses, actively con- 
ducted for five years, may qualify as a 
distribution under Section 346(a)(2) and 
Section 346(b) of the Code. However, 
for a distribution to qualify under Sec- 
tion 346(b), the Regulations provide in 
Section 1.346(c)(2) that the proceeds of 
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the sale of the assets of a business must 
be distributed as soon after the sale as 
reasonably possible. In addition, the re- 
quirements of Section 346 are not satis- 
filed if the proceeds of the sale are used 
in the corporation’s remaining business 
for any period of time. In the instant 
case, the property was sold in 1952, the 
payments being made over a five-year 
period. The down payment and the an- 
nual payments were not distributed and 
were not segregated, but were instead 
used in the corporate business and to 
pay existing corporate liabilities. Thus, 
Section 346 does not apply to the later 
distribution of an amount equal to the 
proceeds of the sale in view of the use of 
the bulk of the sale proceeds in the 
corporate business and in view of the 
lapse of time .. .” 

It is readily apparent that a corpora- 
tion seeking to rely on Section 346 in a 
should make a 
prompt distribution of the proceeds of a 


partial liquidation 
liquidating sale and, even if a very short 
time elapses between the sale and the 
distribution, there should be a complete 
segregation of the proceeds from general 
corporate funds. Ww 


PHC seen as threat to Small 
Business Investment firms 


THE IMPACT OF THE TAX LAWS On small 
business investment companies formed 
under the 1958 Act is to be studied by 
Leonard Silverstein, appointed by the 
Small Business Administration to advise 
it on tax law revision. One of the first 
problems to be studied by Mr. Silver- 
stein, Washington lawyer and formerly 
with the Treasury, will be the desirabil- 
ity of asking Congress to exempt these 
the 
operation of the personal holding com- 


new investment companies from 
pany law. Such companies, which may 
have as few as 10 stockholders, are in- 
tended to make equity capital available 
to small firms by purchasing convertible 
debentures with their own capital and 
borrowings from the SBA. The 
investment will, 


largely personal holding 


with 
companies’ income 
therefore, be 
company income and, in any closely 
held Small Investment Com- 


pany, limited ownership might bring 


Business 


punitive taxation as a personal holding 
company. 

Indeed, the IRS has already 
nounced that this is what the law now 
requires. In TIR-110, the IRS said, “In- 
quiry has been made whether a small 


business investment company organized 


an- 


March 1959 


under the Small Business Investment 
Act of 1958 is subject to the personal 
holding company tax . if all of its 
income consists of interest and dividends 
on debentures and stock acquired in 
small business concerns under provisions 
of that Act.” The IRS explained, “The 
corporation will be subject to the per- 
sonal holding company tax only if, at 
any time during the last half of the tax- 
able year, more than 50% in value of its 
outstanding stock is owned, directly or 


Payments to stockholder in excess of 
reasonable compensation are dividends. 
Taxpayer-corporation was organized by 
a group of doctors to provide medical 
and surgical care to subscribers. The 
staff doctors, who were also the stock- 
holders, billed the corporation on the 
basis of a predetermined schedule of fees 
which in some instances were below rea- 
sonable compensation for the work per- 
formed. Taxpayer paid the billings in 
installments, including a percentage of 
its.net profits. As a result, the payments 
eventually totaled about 125% of the 
billings. The Tax Court held that corpo- 
rate payments to the doctors to the ex- 
tent of 100% of their billings for services 
rendered was reasonable compensation 
deductible as a business expense. Any 
payments in excess of such billings are 
to be treated as dividend distributions. 
This court affirms. Voluntary payments 
in excess of those contractually required 
were not necessary and, therefore, not 
deductible. Klamath Medical 
Bureau, CA-9, 12/15/58. 


Service 


No deduction for loss on surrender of 
note to a family corporation. Taxpayer 
acquired a note of a closely held solvent 
corporation in 1949 at a cost of $100,000. 
The next year she surrendered the note 
to the corporation for securities worth 
$81,750. A claimed loss of $18,250 on 
surrender of the note is disallowed. ‘The 
court points out that, on the basis of 
the meager record, it was entirely pos- 
sible that taxpayer intended to make a 
contribution to the corporation of the 
$18,250 through partial forgiveness of 
the indebtedness. Little, 31 TC No. 65. 


Collections on mortgages by sharehold- 
ers of dissolved corporations were ordi- 
nary income. Taxpayers received certain 
mortgages in a liquidation distribution 
from a corporation of which they were 
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indirectly, by or for not more than fiye 
individuals.” 

It is expected that removal of thie 
threat will be among the recommends 
tions made by Mr. Silverstein and tha 
SBA officials will urge quick action by 
Congress. On the other hand, the Treas 
ury is reported to feel that, unless strip. 
gent restrictions are retained, SBIG 
will be used by the wealthy as incorpo 
rated pocketbooks in which income cap 
be accumulated free of high surtaxes. % 


















stockholders. In a previous decision this J 
court held that the mortgages had no ; 
fair market value when received. Upon ® 
return of the case to it, the district coun 7 
held that colléctions in subsequent yean 
were ordinary income. It noted tha 
courts had held both ways on this point, @ 
it chose to follow the Fourth Circuit) 
(Osenbach, 198 F.2d 235). This coun 
affirms. Miller, CA-6, 12/16/58. ul 


Ninth Circuit’s test for stock redemption 7 
as a dividend to remaining stockholder 7 
stated. Five individuals (taxpayers here) 
purchased 400 shares of the stock of a® 
bus company for $400,000. The balance © 
of the 350 shares outstanding was taken 
in the name of the uncle of one of them, 
purchased with $350,000 borrowed by 
one of the five, and secured by all of the 
outstanding stock. The company later 
in 1945 disbursed $350,000 in retirement 
of the uncle’s 350 shares and he in tum 
paid off the bank indebtedness. The Tax 
Court held the retirement of the stock 
was a dividend to the remaining stock 
holders. This court reverses and remands 
on the ground that the Tax Court er 
roneously admitted the 
Commissioner’s determination and cer © 
tain for which proper F 
foundation was laid. This court states 
that the test of whether or 


as evidence 


minutes no 
not a re 

demption is a dividend to the remain F 
ing stockholders is the direct financial 9 
or economic benefit to Nieder- 
krome, CA-9, 11/10/58. 


them. 


tt 


Corporate improvements to lessor-stock- 
holder’s property a dividend. Improve 
ments costing $150,000 were made by a 
closely held corporation on _ property 
which it rented from its principal stock 
holder, taxpayer here. The court holds 
that these improvements were a divi 
dend to the stockholder; the corporation 
was not protected by a long-term lease, 
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and the stockholder had within his pow- 
er the right to regain possession of the 
improved property virtually at will. 
Jaeger Motor Car Co., TCM 1958-223. 


Belated distribution from the sale of 
business not a partial liquidation. A 
distribution by a corporation to its 
shareholders in 1957 of an amount equal 
to the proceeds from a sale in 1952 of 
one of its businesses does not qualify as 
a partial liquidation under Section 346 
because of the lapse of time and the use 
of the proceeds of the sale in the corpo- 
rate business prior to distribution. Rev. 
Rul. 58-565. 


Reasonableness of rent and officers’ com- 
pensation determined. The court holds 
a lease agreement between a distributor 
of farm equipment and a real estate 
corporation, the 

interests, was not made at arm’s length. 
It finds the rent under the lease unrea- 


both owned by same 


sonable and determines the amount 
properly deductible by the lessee. The 
court also determines the reasonable 
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compensation payable in total to all the 
officers of the company, saying that this 
procedure is more logical than specify- 
ing a reasonable salary for each of the 
three officers because two of. them 
worked only part time. Midland Ford 
Tractor Co., TCM 1958-213. 


Must eliminate intercompany net profit 
on consolidation, not gross [Acquies- 
cence]. Accounting theory, and also the 
consolidated return regulations, require 
that, in preparing statements for a con- 
solidated group, profit realized on trans- 
actions within the group be eliminated; 
if the profit relates to merchandise held 
for sale, the inventory is reduced; if it 
relates to equipment used in the busi- 
ness, the basis for depreciation is re- 
duced. The consolidated group in this 
case consisted of a construction com- 
pany which built housing projects for 
two wholly-owned subsidiaries operated 
by them as rental properties. The parent 
construction company computed its in- 
come by the completed-contract method, 


taking into income in any year the 
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gross profit on projects completed, and 
deducting therefrom its general expenses 
and overhead incurred in that year. For 
the years in which it completed the pro- 
jects for the subsidiaries, it eliminated 
from taxable consolidated income the 
entire gross profit on the projects. The 
Commissioner eliminated net profit. The 
court pointed out that this question is 
simply the reverse of the related one: 
what is the true cost of the projects, 
treating the consolidated group as one 
entity? Noting that the Regulations do 
not specify how intercompany profit is 
to be computed, the court turned to ac- 
counting theory and concluded that the 
true cost of the project must include a 
proper allocation of overhead, i.e., it is 
intercompany net profit, not gross profit 
that must be eliminated. Conceding that, 
in the state of the record, its allocation 
must be somewhat arbitrary, the court 
found the proportion of general ex- 
penses allocable to the projects and re- 
duced the eliminated intercompany gross 
profit by these amounts. Aigernon Blair, 
Inc., 29 TC 1205, acq. IRB 1958-43. 
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INCOME TAXATION OF 


Trust & estates 





Make current income tax saving a major 


goal in family estate planning 


by GODFREY WM. WELSCH 


An estate plan should be as much concerned with planning for living as planning 


for dying, and it is incomplete unless its effect on income taxes has been carefully 


studied. Mr. 


Welsch considers the impact upon the income taxes of the estate 


owner and his family of typical dispositions of property, particularly life-time trans- 


fers, which can mean a substantial increase in current after-tax income and, in 


addition, achieve the traditional goal of estate planning, reduction in transfer taxes. 


Nor should the possibility of income tax savings in managing the estate be over- 


looked. Mr. 


Welsch points out the opportunities inherent in the tax-accounting 


options open to the executor when the estate is properly planned during life. 


ee rWO MAJOR PRINCIPLES underlying 
all estate planning are: (1) create as 
many different taxpayers as possible, and 
(2) transfer taxable income from high- 
bracket to low-bracket taxpayers. 

These principles can be applied to 
save income taxes during the lifetime 
of a taxpayer as well as after his death. 
Consider, for example, the situation of a 
taxpayer in the 90% bracket supporting 
two elderly He 
them $300 per month, a total of $7,200 


aunts. sends each of 
per year. Even taking into account the 
fact that the taxpayer is enjoying two 
additional dependency exemptions, he 
must earn over $70,000 a year to obtain 
the $7,200 which he is paying. He can 
substantially by 
creating this 
obligation. To expand this example, Mr. 
A, who is married, is the sole owner of a 


relieve this situation 


trusts to assume moral 


successful corporation which has only 
one class of stock outstanding; he has a 
taxable income of about $350,000 a year. 
Upon the advice of his tax counsel, Mr. 
A takes the following steps: First, he 
causes his corporation to issue and pay 
out as a stock dividend 1,600 shares of 
6%, preferred stock, $100 par, callable at 
$100 plus accumulated dividends. There 
income this transaction. 


is no tax on 


Next, he creates two trusts, transferring 


800 shares of stock to each trust. The 
trustee is to distribute to the aunts all 
income as received. Each trust is to end 
at the death of the income beneficiary, 
and the principal is to revert to Mr. A. 
There should be no difficulty in estab- 
lishing that the value ef the preferred 
stock is not more than $100 a share. 
Therefore, the value of the gift of the 
life estate to one aunt, aged 70, is 
$21,896 ($80,000 x .27370), and the value 
of the gift to the other, aged 72, is 
$20,047 ($80,000 x 25059). Thus, Mr. A 
has made total gifts of approximately 
$42,000. These gifts are gifts of present 
interests, however, and will qualify for 
the annual $3,000 per donee exclusion. 
If Mr. A’s wife joins with him in the 
gift, a total of $12,000 may be excluded, 
leaving taxable gifts of $30,000 subject 
to gift-splitting provisions. Assuming no 
previous taxable ‘*s, but no lifetime 
exemptions availaole, the tax on these 
gifts would amount to $1,575. 

Now let us look at the income tax 
dividends received 
on the preferred stock will be payable to 
the aunts and will be taxable to them. 
The trusts will have no taxable income. 
Each aunt will receive $4,800 per year. 
Since each aunt is over 65, she will have 
two exemptions. Taking into considera- 


consequences. The 





tion the standard deduction and the 48 


dividends-received credit, but ignoring 
the retirement income credit, and assum. 
ing that neither aunt has income from 
any other source, each aunt will have tp 
pay about $500 tax, leaving an income 
to each of $4,300. Naturally a large 
after-tax income will result if either aun 
qualifies for the retirement income 
credit. This is even better than the 
$3,600 she received under the prior 
arrangement. Mr. A can reduce the divi. 
dend payments on the common stock of 
his corporation, leaving these funds in 
the corporation to expand the business, 


If the corpus of a trust is to revert to 7 
the grantor, the trust will not be effec 9 


tive to shift the incidence of income 


taxes unless the trust will last for either © 


the life of the income beneficiary or a 
period of 10 years or more. The period 
is two years if the income beneficiary is 


a church, an association of churches, an © 
educational organization, or a hospital, Pa 
The fact that the life expectancy of the © 
income beneficiary is less than 10 yearn © 
at the time that the trust is created will 9 


not disqualify the trust. 
Often, an individual in a high in 
come tax bracket supports a son just 


starting off on his own. Such a situation f 


would suggest the creation of a 10-year 


trust. During the 10-year period the in- } 


come received by the trust and disbursed 
to the son would be taxable to the son. 
Since presumably the son would be in 
much lower tax brackets than his father 
during this period, there should be a 
substantial tax saving. 

The Treasury has ruled that, if, under 
the terms of a trust instrument, capital 
gains are added to the trust corpus and 
revert to the grantor at the termination 
of the trust, such gains are taxable to the 
grantor in the year in which they are 
realized by the trust. (Rev. Rul. 58-242), 

Even simple arrangements such as 
these should not be entered into in a 


vacuum, but should be an integral part j 


of a complete estate plan. There are 
many variations that could be used, and 
the selection of the proper one depends 
on the over-all plan of the individual 
for the disposition of his assets. For ex- 
ample, in our illustration the corpus of 
each trust reverts to Mr. A on the death 
of the income beneficiary. Therefore, the 
creation of the trusts has not removed 
the assets from Mr. A’s estate. If Mr. 
A’s basic estate plan so provided, the re 
maindermen of the trusts could be Mr. 
A’s children or grandchildren. Addi 
tional gift tax would be incurred, but 
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there would undoubtedly be a substan- 
tial saving in estate tax. A third possibil- 
ity which would provide an immediate 
substantial income tax benefit, would be 
to provide that the remainders passed to 
charitable institutions upon the death of 
the life beneficiaries. Mr. A would be 
entitled to a deduction for charitable 
contributions in the amount of the fair 
market value of the remainder interests. 
Subject to the contribution limitation 
rule discussed later, this would be a cur- 
rent deduction and, in our example, 
would reduce Mr. A’s income tax liabil- 
ity in the year of the creation of the 
trusts by more than $100,000. 


Contributions during life 

The income tax advantages of charit- 
able contributions during the lifetime of 
the testator should be considered care- 
fully in any estate plan. The deduction 
is allowed currently even though enjoy- 
ment of the property by the charitable 
institution is postponed until after the 
death of the contractor. Assume that 
Mr. A has acquired certain famous paint- 
ings which have a present fair market 
value of $100,000. He would like to 
keep these paintings hanging in his 
home during his lifetime, but he intends 
them to the Metropolitan 
Museum of Art in his will. If he gave 
these paintings to the museum now, re- 
serving the right to keep possession of 
them during his lifetime, he would be 
entitled to an immediate charitable de- 
duction on his income tax return for 
the value of the remainder interest 
(Rev. Rul. 58-455). If Mr. A is 50 years 
old at the time of the gift, the amount 
of the charitabie deduction will be 
$48,039. In the 90% bracket, this will 
Mr. A about $43,000 in income 
taxes. Here, again, there are many varia- 
tions that can be used. The retained in- 
terest could be for the lives of both Mr. 
\ and his wife. If she were 45 years old 
at the time of the giit, the value of the 
charitable contribution would be ap- 
proximately $35,000. The contribution 
could take the form of a present in- 


to leave 


Save 


terest with partial possession. If Mr. and 
Mrs. A close their home each summer 
while they are away on a three-month 
vacation, they could give the museum a 
present undivided 14 interest in the pic- 
tures, with the right to hang them dur- 
ing the three-month vacation period 
each year. If Mr. A owned a hunting 
lodge which he used only three months 
each year, he could give an undivided 
% interest, with right to possession for 


nine months of the year, to the Boy 
Scouts or some other charitable organiza- 
tion. If the gift is one of present interest, 
as in the last two examples, the deed of 
gift must give the charity a current right 
ef possession for some part of the year; 
it is not sufficient to give an undivided 
present interest while retaining all rights 
of possession. An individual who has 
planned a substantial charitable bequest 
may be able to increase his retirement 
income by making an immediate charit- 
able contribution, retaining a life estate. 
Assume that a taxpayer who is 64 years 
of age and in the 75% bracket contem- 
plates retirement at the age of 65. After 
retirement he expects to be in the 50% 
tax bracket. He has a substantial un- 
realized appreciation in some dividend- 
paying stock and the 50% tax on these 
dividends will be a heavy burden. If 
he sells the stock and uses the proceeds 
to purchase tax-exempt bonds, the capi- 
tal gains tax on the appreciation in 
value will substantially reduce his prin- 
cipal available for inyestment. If, in- 
stead of planning a bequest to charity, 
he gives the stock now, but retains a life 
estate, the charitable organization can 
sell the stock without incurring capital 
gains tax. Thus, the entire principal will 
be available for investment in tax- 
exempt bonds. In addition, the gift to 
charity will produce an immediate in- 
come tax saving and the taxes so saved 
also can be invested in tax-exempt 
bonds. If the stock is worth $50,000, the 
remainder interest, at age 64, is worth 
$32,668.50 and the tax saving, in the 
75% bracket, is over $24,000. In many 
situations, this plan can almost double 
the available retirement income of the 
individual. 


Short-term charitable trusts 


Short-term charitable trusts have many 
uses in estate planning. As stated previ- 
ously, if the trust has a life of two years 
or more and the income beneficiary is a 
church, an association of churches, an 
educational institution, or a hospital, 
the grantor is not taxable on the income 
earned by the trust. However, if the 
grantor himself has a reversionary in- 
terest of 5% or more, he cannot get a 
charitable deduction for either the 
present value of the right to receive the 
income or the income that is actually 
paid to the charity by the trust. But, 
under the present law, it is possible to 
get a double-barreled benefit by creat- 
ing a short-term trust with the income 
payable to a qualifying charity during 
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[Godfrey Wm. Welsch, CPA, is a Dallas, 
Texas, partner of Lybrand, Ross Bros. 
& Montgomery. He regularly appears in 
these pages as departmental editor for 
the “Taxation of Oil and Gas.” This 
article has been adapted from his talk 
at the recent Texas Technological Col- 
lege Tax Conference.| 





the life of the trust and the corpus pass- 
ing to a relative of the grantor. As long 
as there is no reversion to the grantor, 
he is entitled to an income tax deduc- 
tion for the present value of the right to 
receive the income; and he can exclude 
the income of the trust from his return. 
Of course, a gift tax will be due on the 
value of the remainder interests passing 
to the grantor’s relatives, but, if the 
estate plan of the grantor contemplates 
an inter vivos gift, the interposition of 
a short-term charitable trust between the 
grantor and the prospective donees often 
can produce income tax savings sufh- 
cient to offset all, or nearly all, of the 
gift taxes incurred. The Technical 
Amendments Act of 1958 as passed by 
the House of Representatives contained 
an amendment to Section 170(b)(1)(D) 
of the 1954 Code which would have pre- 
vented the charitable deduction for in- 
come tax purposes if the corpus of the 
trust passed to the grantor, his ancestors, 
his lineal descendants, or a corporation, 
trust, etc., controlled by any of them. 
The Senate Finance Committee rejected 
this amendment, stating, “Your com- 
mittee is of the opinion that, if the 
House provision were to be enacted, it 
would severely limit the creation of 
short-term charitable trusts. This is true 
because grantors would hesitate to set 
up such trusts where the corpus did not 
revert to members of their family. In 
fact, the creation of such a trust for 
charity under the House Bill would not 
result in any benefit to the grantor 
which he could not obtain by giving the 
property directly to members of his 
family without the income being set 
aside for an intervening period for one 
of the specified charitable purposes . . . 
Your committee believes that the situa- 
tion in which the corpus of a charitable 
trust reverts to a member of the family 
of the grantor is substantially different 
from the case where the grantor him- 
self has not irrevocably parted with all 
the interest in the property.” The Con- 
ference Committee accepted the Senate 
deletion, and the Technical Amend- 


ments Act of 1958 did not amend Sec- 
tion 170(b)(1)(D) of the Code. 
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For the time being, at least, the ‘‘two- 
year trust” will continue to be an effec- 
tive tax device. It is possible that the 
next Treasury attack will take the form 
of an attempt to increase the two-year 
period to a five- or 10-year period, so 
that no 
unless the charity got the income for, 


deductions would be allowed 

say, five years, instead of two. 
When charitable contributions 

made to income 


are 
reduce taxes, care 
should be taken not to waste contribu- 
tions by giving amounts in excess of the 
allowable deductions. It is often advis- 
able to select a church, an association of 
churches, an educational institution, or 
a hospital as the recipient of the gift in 
order to obtain a charitable contribution 
to the extent of 30% of adjusted gross 
income in the current year’s Federal in- 
come tax return. If other charitable or- 
ganizations are selected, the charitable 


deduction is limited to 20% of adjusted 


gross income. Sometimes it is necessary 
to spread a contribution over more than 
one year by piecemeal gifts in order to 
avoid the percentage limitation. 


Multiple trusts 

The basic principle of “the more tax- 
payers, the lower the income tax” per- 
vades all phases of estate planning. This 
method of saving income is useful not 
only to build up an estate by decreas- 
ing taxes during the testator’s lifetime, 
but also to increase the amount avail- 
able to beneficiaries after the testator’s 
death. For example, assume that an in- 
dividual wishes to provide for his four 
grandchildren. To this end, he creates a 
trust, either by inter vivos gift or by 


will, and transfers income-producing 
property with instructions that the 


trustee accumulate the income and dis- 
tribute each beneficiary’s share when the 
beneficiary reaches the age of 21. The 
property produces income of $20,000 per 
year. The income tax payable by this 
trust will be about $7,200 per year. If, 
instead of one trust, four separate trusts 
had been created, the income tax pay- 
able by each trust during the period of 
would have been about 
$1,100 per year, or a total of $4,400; a 
saving of $2,800 per year. It is possible 
to create multiple trusts even though 


accumulation 


the corpus of each trust consists of an 
undivided interest in specific property. 
As the tax law stands, it is also pos- 
sible to create multiple trusts for a single 
individual. For example, a father wishes 
to put a substantial sum in trust for his 
son to provide for the son’s education, to 
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start him off in business, to provide a 
nest egg for the son when he marries and 
to establish a general reserve fund for 
emergencies. Instead of setting up one 
trust, he can establish four separate 
trusts. Each trust could be a separate 
taxable entity for income tax purposes. 
I know of one taxpayer who uses letters 
of the alphabet to designate the trusts 
he has established for his son; last year 
he reached “P.” The existence of this 
loophole in the law is known to Con- 
gress. The Subcommittee on 
Revenue Taxation has recommended to 
the Committee on Ways and Means of 
the House of Representatives that Sec- 
tion 641 of the 1954 Code be amended 
to provide that, if one grantor has estab- 
lished separate trusts for the same bene- 
ficiary, all such trusts be combined and 
considered as one trust for the purpose 
of computing Federal income taxes. The 
proposed amendment contains certain 
exclusions exceptions, but 
grantor who wishes to create multiple 
trusts for the same beneficiary should 
be aware of the fact that remedial legis- 
lation to close this loophole may be ex- 


Internal 


and any 


pected in the near future. 

When a taxpayer dies, his estate comes 
into being and it is a separate taxable 
entity for income tax purposes. It is 
taxed on all income received during its 
fiscal year which is not distributed to 
beneficiaries of the estate. The “five-year 
throwback rule” which applies to trusts 
does not apply to estates. When, in a 
subsequent year, the estate distributes 
its accumulated income, the money is 
received by the beneficiary tax-free. The 
existence of this additional taxable en- 
tity results in a substantial tax saving 
and an executor should calculate care- 
fully the exact amounts to be distributed 
each year, with due regard to the finan- 
cial needs of the parties concerned, in 
order to secure the optimum tax ad- 
vantage for the family as a whole. 


Income of the estate 


The tax benefits arising from the 
existence of the separate taxable entity 
make it advantageous to keep an estate 
in existence as long as possible. The 
itself contains no criterion as to 
when an must terminate. The 
Regulations provide that, “The period 
of administration or settlement 
period actually required by the admin- 
istrator or executor to perform the or- 
dinary duties of administration, such as 
the collection of assets and the payments 
of debts, taxes, legacies. and bequests, 


law 
estate 


is the 

















whether the period required is longer g 
shorter than the period specified undy 
the applicable local law for the settk 
ment of estates.” The Regulations py 
vide further that, “If the administratigy 
of an estate is unreasonably prolonged 
the estate is considered terminated fy 
Federal income tax purposes after th 
expiration of a reasonable period fqjy 
the performance by the executor of al 
the duties of administration.” There ha 
been a substantial amount of litigating) 
on the question of whether, in a partiq) 
lar case, the delay has been unreason | 
able, so that the period of administre | 
tion has come to an end. If it has, the 
legatees may be required to treat the inj 
come as their own. 

The Technical Amendments Act of 
1958 contaigs a provision permitting 
installment payments of estate tax oval 
a 10-year period if 35% of the gro 
estate or 50% of the taxable estate i} 
represented by the interest of the deeW 









appear advisable to elect this privileg 7 
whenever possible, in spite of the 4° ee 
interest payable on the unpaid install 
ments of estate tax, as a possible mean e 


the separate taxable entity. Aside frong 
the tax advantage, 4% is a very attracy 
tive rate of interest in the present monty 





market. 


Optional deductions 


In connection with the discussion o 
the administration of the estate, it might 
be well to consider briefly the treatment 
of administration expenses, losses dur 
ing administration and medical expensé 
of the decedent during his last illnes 
There are optional methods of treating 
these and the 
make computations to determine whid 
treatment will provide the best tax 1 
sult. Administration expenses and loss 


executor should 


sal 


items, 


incurred during the administration 0 
the estate may be taken either as deduch 





tions in computing the taxable income 
of the estate or as a reduction in the) 
value of the estate for estate tax pur : 
poses. It is not necessary that the totl 
deductions, or even the total amount @ 
any deduction, be treated in the samt 
way. One deduction or a portion of 
deduction may be claimed for income 
tax purposes and another deduction @ 
portion may be taken for estate tax pur 
poses. 

If computations indicate that adminis 
tration expenses and losses should bk 
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used to reduce the value of the taxable 
estate, timing of income and deductions 
is not important. However, if a better 
result can be obtained by claiming the 
optional expense against taxable income, 
should be accelerated or post- 
poned, and administration expenses 
paid at such times as will provide the 


losses 


maximum benefit. 

Medical decedent 
which are paid by his estate during the 
one-year period -following the day of 
his death may be considered as paid by 
the decedent at the time the services 
were rendered and used to reduce dece- 
dent’s taxable income. Alternatively, they 
may be considered to be a debt of the 
thus reducing his taxable 


expenses of the 


decedent, 
estate. 
Executor’s fees, too, are deductible as 
an administration expense of the estate 
and may be used either to reduce the 
taxable estate for estate tax purposes or 
as an income tax deduction. The fees 
are compensation for services rendered 
and are taxable as ordinary income to 
the recipient. If the executor is also the 
sole beneficiary, computations should be 
made to determine the best way of 
handling the executor’s fees. If the top 
income tax bracket of the executor is 
higher than the top estate tax or income 
tax bracket of the estate, the executor 
waive Otherwise the 
executor should collect his fees and pay 


should his fees. 
income tax on them. If a testator wants 

wealthy friend to serve as executor 
and be compensated for so acting with- 
out incurring any income tax liability, 
he can leave him a bequest in his will in 
If the 
will provides that the friend will receive 


lieu of executor’s commissions. 
this bequest merely by qualifying as 


executor, whether or not he so acts, 
there should not be any income tax on 
received. 132 
F.2d 773). Of course, the testator would 


be sacrificing the deduction for tax pur- 


the amount (Demarest, 


poses. 


Other estate elections 

Since an estate is a new taxable entity, 
it may choose any fiscal year it wishes; 
such year, of course, must end not more 
than 12 months from the end of the 
month prior to the date of the death of 
the decedent. The time and amounts of 
the distributions which a_ beneficiary 
must include in his income tax return 
are based on the estate income and dis- 
tributions during the taxable year of 
the estate ending within or with his tax- 
able year. Careful selection of a fiscal 


year for the estate can postpone the 
income tax on distributions to a bene- 
ficiary for a full year. Further, when 
the beneficiary’s income fluctuates, the 
use by the estate of a fiscal year different 
from that of the beneficiary may enable 
the executor to time distributions to 
minimize the beneficiary's tax without 
increasing the estate’s income tax. 

There is another income tax problem 
which arises during the administration 
of the estate that should be considered 
by the testator when he draws his will. 
Bequests of a portion of the estate to a 
specific beneficiary can take either of 
two forms, i.e., a fixed-dollar amount or 
a percentage of the residuary estate. 
While an estate ordinarily does not 
realize income by distributing assets to 
legatees in kind, an estate does realize 
income by payment of a bequest of a 
fixed-dollar amount with property which 
has appreciated in value. (Brinckerhoff, 
168 F.2d 436; Kenan, Jr., 114 F.2d 217). 
Generally a percentage bequest is prefer- 
able from the point of view of income 
tax. However, the testator’s desires with 
respect to whether the legatee or the 
estate should bear the risk of deprecia- 
tion (or have the hope of appreciation) 
of assets should be the determining 
factor in the selection of the type of be- 
quests provided in the will. 

Regardless of whether fixed-dollar or 
percentage bequests are provided, the 
executor should be given the right to 
satisfy all bequests by distributions in 
cash or in kind. Such a provision will 
enable the executor to weigh the rela- 
tive tax brackets of the estate and the 
legatees and to make such distributions 
as will produce the least income tax for 
the group. For example, if certain assets 
have depreciated in value, the executor 
can either sell them and take the losses 
in the estate or distribute them in satis- 
faction of percentage bequests and per- 
mit the legatees to realize the losses, de- 
pending upon where the losses will pro- 
duce the greatest tax saving. 

One of the most valuable tools of the 
estate planner is the inter vivos gift. 
The gift tax rate is 75% of the estate 
tax rate, and both taxes are applied at 
graduated rates. Thus, gifts which are 
taxed at the lowest gift tax rate come 
out of the top estate tax bracket. In ad- 
dition, every individual has a $30,000 
lifetime exemption and gifts not in 
excess of $3,000 to any one donee ih any 
taxable year are not taxable gifts, unless 
they are gifts of future interests, as to 
which no exclusion applies. By taking 
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advantage of these factors, an individual 
can reduce his estate taxes substantially 
by following a carefully prepared plan 
for the disposition of a portion of his 
property during his lifetime. When 
planning for giving, consider the in- 
come tax aspect of the situation, particu- 
larly in relation to the selection of the 
property to be disposed of by gift. 

When property is received by inherit- 
ance, the basis of the property to the 
recipient is the fair market value at the 
date of death (or alternate valuation 
date, if applicable). When property 
passes by gift, the basis to the donee is 
the basis to the donor increased (under 
the 1958 Act) by the amount of the gift 
tax paid with respect to the gift (but 
not more than fair market value). If the 
donor’s basis exceeds fair market value 
on the date of the gift, for the purpose 
of determining loss on any future dis- 
position of the property, the donee’s 
basis is fair market value. The provi- 
sion permitting the addition of gift tax 
to basis applies to all gifts made after 
September 2, 1958, (the date of enact- 
ment of the Technical Amendments Act 
of 1958) and to all gifts made prior to 
that date, to the extent that the subject 
matter of such gifts had not been sold, 
exchanged, or otherwise disposed of by 
September 2, 1958. 

Thus, when property which has ap- 
preciated in value is the subject matter 
of a gift, the donor must pay a gift tax 
based on the fair market value on the 
date of the gift, but the donee’s basis 
is only the donor's basis plus the gift tax 
paid. On a subsequent sale of the prop- 
erty by the donee, he will incur capital 
gains tax on the difference between the 
fair market value and this low basis. 
If, on the other hand, the property had 
passed at death, the donee would have 
had a “stepped-up” basis equal to the 
fair market value on the date of death. 
The first rule to be kept in mind is that, 
in making gifts, property should be 
given which has not substantially ap- 
preciated in value. Property with sub- 
stantial appreciation should be retained 
for testamentary disposition. On the 
other hand, if property has depreciated 
in value, the donee will not be entitled 
to deduct the loss for income tax pur- 
poses when he sells the property. There- 
fore, property which has depreciated in 
value should be sold to an unrelated 
purchaser, This will permit the donor to 
deduct the loss on the sale and make a 
gift of the proceeds of sale, instead of 
the property. 
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When formulating a _ co-ordinated 
family plan, the income tax brackets of 
donor and donees are an essential factor 
to be taken into account, particularly if 
the donor has a long life expectancy. 
When a donor in a high tax bracket 
makes a gift of income-producing prop- 
erty to a member of his family, or a 
trust, in a lower tax bracket, he reason- 
ably may assume that the family will 
recoup the gift tax cost out of future 
income tax savings. The transfer of such 
income-producing property has the two- 
fold effect of preventing the income 
from accumulating in the estate to in- 
crease the ultimate estate tax and of re- 
ducing the over-all income tax burden 
of the family group. It, therefore, is ad- 
visable not to make gifts of wasting, de- 
preciating, or deteriorating assets; such 
assets produce tax deductions in the na- 
ture of depletion, depreciation and 
amortization, which are more valuable to 
high-bracket taxpayers. For example, if 
an individual has a choice of giving a 
royalty which produces $20,000 annually 
in oil runs and some corporate bonds 
which produce $20,000 per year in in- 
terest, and the donor is in a substantially 
bracket than the donee, the 
royalty should be retained and the bonds 
used as the subject matter of the gift. 


higher 


New estate tax & 
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While the gross receipts are the same in 
each case, the interest is fully taxable; 
but only 72.5% of the oil runs is subject 
to tax because of the 27.5% depletion 
allowance. Before any selection is made 
of property to be given, careful calcula- 
tions should be made of the probable 
income tax effects, giving consideration 
to the income tax brackets of the donor 
and donees and the nature, income tax 
basis and probable ultimate disposition 
of all assets available for gifts. 


Every estate is different 


There can be no ready-made estate 
plan. Each plan must be tailored to fit 
the wishes of the individual concerned 
and his needs and circumstances and 
those of his family or other dependents. 
Variations of these factors are endless. 
Considerations other than tax savings 
often are equally important and may 
predominate. After a plan has become 
effective, it should be reviewed frequent- 
ly and, whenever necessary, revised to 
conform with changes in the family 
situation and with changes and develop- 
ments in the tax, trust and estate laws. 
From inception and through each revi- 
sion both income tax and death tax sav- 
ings should be co-ordinated to produce 
the maximum combined benefit. 


gift tax decisions 





Interest is not payable on refunds under 
Technical Changes Act of 1949. The 
Technical Changes Act of 1949, which 
provided for refunds under certain con- 
ditions of estate taxes paid upon trans- 
fers taking effect at death, contained a 
provision that no interest was to be paid 
upon such refunds. Taxpayer argues 
that that provision related only to ad- 
ministrative refunds. The district court 
denied the taxpayer’s right to interest 
on the ground that no such distinction 
is made in the Act, which had, in effect, 
retroactively conferred upon certain tax- 
payers a benefit which was a pure wind- 
fall. This court affirms. Cardeza Estate, 
CA-3, 11/14/58. 


Husband’s estate allowed $27,000 for 
ex-wife’s support despite remarriage 
within year. Decedent's obligation to 
provide $40 weekly to his ex-wife until 
her death or remarriage was, under the 
terms of the separation agreement, a 
charge upon his estate. The adminis- 
trator claimed a deduction of $27,000 on 
the estate tax return, the actuarial value 


of the ex-wife’s claim at the date of de- 
cedent’s death. Tables which took into 
consideration the possibility of her re- 
marriage, as well as her life expectancy, 
were used. In fact, the wife remarried 
within a year and the actual payments 
amounted to only $2,000. The Commis- 
sioner contended that the deduction 





should be limited to the latter figure 
This court holds that, since the estatey 
obligation was actuarially computable q 
the date of decedent’s death, the admin. 
istrator’s figure, based upon such a com 
putation, is the proper one and heng 
the one deductible. Shively Estate, TCM 
1958-196. 


State court is followed in finding estat 
did not include trust interest. In 193 
decedent had created an irrevocable truy 
for the benefit of her children and thei 


issue, the trust to terminate and become? 






rh oa 


distributable upon the death of her las 7 


surviving child. Upon her death, the 
Commissioner suggested that the disposi: 
tion violated the Massachusetts rule 
against perpetuities and that her estate 
was consequently entitled to an interes 
in the trust. The executor filed a peti 
tion in the local probate court seeking 
a declaration as to the estate’s rights in 
the trust. The issue was vigorously con 
tested. The Commissioner, although 
served, did not appear. The Massachu 
setts Probate Court entered judgment 
that the disposition was not in violation 
of the rule, and that the decedent’ 
estate had no interest in the trust. This 
court holds that the Commissioner may 
not now contend that the estate ha 
such an interest. Whether the decedent 
had such an interest is a question to be 
decided by local law. The issue has been 


decided by a local court in a contested § 


case, in which opportunity to be hear 


was afforded all parties in interest, in 


cluding the Commissioner. Without 
specifically stating that it was bound by 
the decision, this court accepts the local 
court’s conclusions as correct. Rantoul 
Est. (Old Colony Trust Co., Ex’r.), DC 
Mass., 9/23/58. 


New trusts & estates decisions 





Transfer of trust interest to husband a 
valid sale [Acquiescence]. Taxpayer was 
life beneficiary of certain trusts created 
by her mother in 1920. She also had a 
contingent remainder which it 
thought would require inclusion of the 
corpus in her estate. She wished to keep 
her independent funds and agreed to 
sell the trust interests to her husband. 
The price was fixed by their son-in-law. 
The court holds the transaction was a 
valid transfer of complete ownership 
of the wife’s interest without qualifica- 
tion or condition, with the result that 
the wife was no longer taxable on dis- 


was 


tributions of trust income. Evans, 30 TC 
No. 78, acq. IRB 1958-46. 


Remainderman may amortize purchas 
cost of life interests. Taxpayer, remail- 
derman in a trust, purchased all the 
outstanding life interests. Under state 
law the trust terminated and he be 
came the direct owner of the trust prop 
erties. The court holds that the cost of 
acquiring the income rights may be re 
covered through amortization over the 
term of the life expectancies of the it 
come beneficiaries involved. Fry, 31 TC 
No. 54. 
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NEW DEVELOPMENTS IN 


Tax aspects of insurance 


EDITED BY MORRIS R. FRIEDMAN, LL.M., AND 
ALLAN A. BAKST, iL.B., CPA 





Tax Court annuity-loan decision may augur 


ill for bank-financed insurance plans 


AVE YOUR CLIENTS been asking you 
H about the tax-soundness of plans 
for financing insurance by borrowings 
increased each year to meet the pre- 
miums? These plans have been popular, 
the tax attraction being the deductibility 
of the interest while the increase in 
value of the policy is, as with all insur- 
ance, unrealized and untaxed. One big 
question mark is the deductibility of the 
interest and, if you have been hesitant 
about approving such plans, you will 
find additional ground for doubt in a re- 
cent Tax Court opinion. The case 
(Emmons, 31 TC No. 4) concerned an 
annuity (most bank-loan plans are used 
with life insurance) and arose under the 
1939 Code, but the opinion was so 
broadly phrased that the rationale may 
possibly be applied to insurance loans 
under the present law. There is a 1954- 
Code case (Rankin) now on the Tax 
Court docket which, if it comes to de- 
cision, may give us additional guidance 
on the scope of the Emmons case. 

[his is the way most bank-loan or 
“minimum deposit” plans work; the 
policyholder borrows from a bank, or 
insurance company, an amount equal to 
all or a substantial part of the cash 
value (the endowment or terminal re- 
serve), the policy being collateral for 
the loan. Each year the premium is paid 
by borrowing the increment in the cash 
value of the policy, the policyholder pay- 
ing any excess in cash. Taxpayers hope 
interest deduction while 
tax-free interest income accumulates on 
their behalf in the insurance company 
reserves. This method of financing life 
insurance is, in essence, a purchase of 
decreasing term insurance, the invest- 
ment feature of the policy having been 
effectively removed by the taxpayer's off- 
setting loans. (In the so-called “executive 
estate builder” plans, additional term 
insurance is purchased to keep the death 
benefit at a level amount.) Quite under- 
standably, the Mills Committee listed 


to obtain an 


the tax advantage of bank-financed in- 
surance as an unintended benefit which 
it thought should be taken away. How- 
ever, Congress passed its Technical 
Amendments Act of 1958 without in- 
cluding any provision covering these 
transactions and the problem is left to 
the courts. 


Facts in Emmons case 


The Emmons case, decided under the 
1939 Code, involved a cash-basis tax- 
payer who, on December 20, 1951, pur- 
chased a deferred annuity requiring him 
to pay 41 annual premiums, each in the 
amount of $2,500. On the next day he 
borrowed approximately $59,000 from a 
bank, pledging the annuity contract as 
collateral; the borrowed money was used 
to prepay, at a discount, all the pre- 
miums called for under the contract. 
The bank credited the $59,000 to the 
insurance company directly; the funds 
were never made available to the tax- 
payer. Thereafter, still in 1951, the tax- 
payer paid an additional $13,600 to the 
insurance company as interest to the end 
of 1956 on an anticipated loan; he then 
borrowed back from the insurance com- 
pany some $68,000, which was the 
amount of the then cash value of the 
policy. A portion of these proceeds was 
used to repay his obligation to the bank. 
In December of the following year the 
taxpayer prepaid interest to the end of 
1959 and borrowed the increment in the 
cash value of the policy. 

The Commissioner refused to allow 
the taxpayer to deduct these interest 
payments, saying that no indebtedness 
existed because the insurance company 
loan was made without recourse and be- 
cause interest payments were, in fact, 
premiums. 

The court disagreed with both of the 
Commissioner’s contentions; interest on 
non-recourse insurance loans has always 
been deductible and the premiums here 
were all prepaid before the questioned 
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interest payments were made. Never- 
theless, the court disallowed the in- 
terest deduction, saying that the en- 
tire transaction lacked substance. Con- 
ceding the reality and validity of the an- 
nuity contract, the court found that it 
had been acquired as a “contrivance” 
to permit the taxpayer to obtain an in- 
terest deduction. Thus the entire opera- 
tion was “a mere device which put on 
the form of a loan as a disguise for con- 
cealing its real character, and the sole 
object and accomplishment of which was 
the consummation of a preconceived 
plan, not to borrow money (or purchase 
an annuity), but to create a deduction 
for income tax purposes.” 

Thus, with one dissent, the court re- 
legated the issue to the murky area of 
“substance v. form” and “business pur- 
pose.” Invoking the doctrine of Gregory, 
293 U.S. 465 (1935), the majority com- 
pared the annuity contract (a real one) 
in this case with the short-lived corpo- 
ration (a real one) in the Gregory case. 
Mrs. Gregory had no intention of engag- 
ing in a real reorganization, regardless 
of her compliance with the literal lan- 
guage of the statute; similarly, according 
to the court, Mr. Emmons had no in- 
tention of purchasing an annuity or of 
borrowing money to do so, 

A situation similar to that litigated 
in the Emmons case is now covered 
by statute. Section 264 of the 1954 
Code adds a denial of deduction of 
interest paid on indebtedness incurred 
to purchase single-premium annuity con- 
tracts, to the rule, carried forward from 
the 1939 Code, denying it if the policies 
are single-premium insurance or endow- 
ment. 

We do not think the Tax Court would 
have quarrelled with Emmons tax-re- 
duction motive had he actually carried 
out the business he purported to trans- 
act, the purchase of an annuity contract. 
But the court saw no difference between 
his case and Goodstein, 30 TC No. 124 
(1958), in which it had disallowed an 
interest deduction on the ground that 
the entire transaction had been without 
substance. 

In Emmons the Tax Court acknowl- 
edged that the Fifth Circuit had held 
the other way on somewhat similar facts 
in Bond, CA-5, (7/18/58). Bond pur- 
chased seven single-premium, 30-year- 
maturity, annuity contracts at premiums 
of $100,000 each. He paid $700 in cash 
and gave the company seven notes for 
the balance, assigning the policies as 
collateral; interest at 2.75% was payable 
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The court held that the 
annuity contract was not a sham, hav- 


in advance. 


ing been issued by a bona fide company. 
(As noted, the Tax Court in Emmons 
conceded the bona fides of the annuity 
contract.) The dissenting judge in Bond 
pointed out that the majority opinion 
avoided the real issue: Were the pay- 
ments interest? As he saw it, the pay- 
ments were not interest. 

Note should be made here of the fact 
that the Commissioner’s position on 
like 
Emmons and Bond was stated in Rev. 
Rul. 54-94, CB 1954-1, 53. The 
Court appears to have adopted his an- 
alysis. A district court in California, in 
Knetsch (11/5/58), has indicated its op- 
position to the Bond decision under a 


transactions those in Goodstein, 


Tax 


nearly identical set of facts involving 
the same insurance company. If Kneéisch 
is appealed, it will be interesting to see 
how the Ninth Circuit resolves the issue. 


Prospect fer insurance loans 


What is the outlook for the ordinary 
bank-loan insurance transaction? 
Though the annuity policy at issue in 
Emmons does differ from the conven- 
tional life-insurance policy employed in 
the bank-loan plan, in both types re- 
serves are built up and the same tax 
principles may govern interest paid on 
debt which is really a borrowing of 
reserves accumulated by the policy. 

However, if that 


there is a real advantage other than tax 


it could be shown 


minimization in a bank-loan plan, the 


Tax Court’s reasoning in Emmons 
might not be applicable. For example, 
if it could be established that it is less 
expensive (exclusive of tax considera- 
tions) to obtain term insurance cover- 
age by means of a bank-loan plan than 
by the usual term insurance policy, both 
and the 


might be less inclined to disallow the 


the Commissioner Tax Court 


interest deduction. Moreover, Emmons’ 
policy was an annuity; the mere fact 
that there is a substantial death benefit 
in life insurance policies financed by 
bank-loan plans might well give the 
transaction substance. In this connection 
bank-loan plans may stand up better 
under judicial scrutiny than minimum- 
deposit plans because third-party finan- 
make the 
under bank-loan plans, whereas ordin- 


cial institutions advances 
arily the insurance companies both ac- 
cumulate the reserves and furnish the 
loans under minimum-deposit plans. In 
Emmons, the bank’s participation as a 
creditor was short-lived, but if a bank 
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maintains a creditor position over a con- 
siderable number of years, that may be a 
significant consideration. 

Moreover, in conventional bank-loan 
or minimum-deposit plans there is no 
prepayment of premiums, each annual 
premium being financed as it becomes 
due. Relationships there are thus less 
artificial than that in Emmons where all 
future premiums were discounted at the 
outset with interest being prepaid for 
a substantial number of years. In this 
substance-form area this difference might 
well be considered consequential. 


The Rankin docket 


When does a transaction become one 
of substance in this area? Perhaps the 
Tax Court will give us a clue when it 
decides a case now before it, Rankin, 
Docket No. 73826. The questions in 
Rankin (1) whether interest on 
money “borrowed” to pay for annuities 
is bona fide payment for the use of bor- 
rowed funds, (2) whether taxpayer had a 
single-premium contract. The Rankin 
contracts seem to have been meticulously 
drafted to avoid the prohibitions of Sec- 
tion 264, which denies a deduction for 
interest on indebtedness to purchase or 
carry a single-premium life insurance, 
endowment or annuity contract. Subsec- 
tion (b) provides that a “contract shall 
be treated as a single-premium contract 
—(1) if substantially all the premiums on 
the contract are paid within a period of 
four years from the date on which the 
contract is purchased, or (2) if an 
amount is deposited after March 1, 1954, 
with the insurer for payment of a sub- 
stantial number of future premiums on 
the contract.” 

Rankin, in December 1954, bought six 
deferred annuity contracts at a premium 
of $135,000 a year for six years. The in- 
itial premium was paid by his demand 
note. The note was later replaced by 
a contract-loan agreement with the in- 
surance company. During the next two 
years, the premiums were “paid” by in- 
creasing the contract-loan agreements by 
the proper amounts. Taxpayer paid in- 
terest on the contract loans, and this was 
all the cash he expended. In addition, 
he borrowed funds from a commercial 


are: 


bank, using the annuities as security. 

In disallowing the interest, the Com- 
missioner is consistent with his position 
in Rev. Rul. 54-94. It will be interest- 
ing to see whether the Tax Court finds 
anything here to distinguish the case 
from Emmons. Perhaps some guidance 
can be drawn from the Second Circuit's 











decision in Kraft Foods Co., 232 F% 
118 (1956), reversing the earlier holding 
of the Tax Court, 21 TC 513 (1954) 
There the taxpayer, a wholly-owned sub 
sidiary, had filed consolidated retury 
with its parent. When Congress ended 
consolidation, the taxpayer achieved 
substantially the same effect by issuing 
debentures as a dividend to its parent 
and deducting the interest, roughly 
equivalent to its income. The Tax Coun 
refused to permit a deduction for the ¥y 
interest, concluding that there was nol) 
intent to create a genuine debtor-credi. id 
tor relationship because the transaction | 
was motivated solely by tax considera 7 
tions. The appellate court reversed (with 
one dissent). It said that a legally en 
forceable debtor-creditor _ relationship 
was established despite the tax motiva 
tion and stressed the point that an in 
quiry into a taxpayer’s purpose is un} 
necessary so long as the acts are real. | 





Business purpose 

Ever since the appearance of bank e 
loan insurance plans, tax men have been J 
debating the question whether “a bus- 
ness purpose” is required for the de 
ductibility of interest. After all, the Code 
has long permitted the deduction of 
“interest paid or accrued within the tay 9 
able year on indebtedness” (other than j 
for purposes specifically interdicted). l¥ 
has often been contended that one may 
borrow money, throw it away and yet 
deduct the interest on the loan. Of what 
importance, then, is the purpose behind 
the loan? 

The Tax Court’s reply to this ap 
proach lies in the following language in 
the Emmons decision: “Thus, Section 
23(b) requires a payment for the use or 
forbearance of money, and not a pay 
ment in pursuance of a plan (the cree 
tion of an interest deduction) having no 
relation to the purported result, the 
purchase of an annuity. The real pay 
ment here was not the alleged interest; 
it was the net consideration, i.e., the fir F 
year’s premium plus the advance pay § 
ment of future premiums plus the pur 
ported interest, less the ‘cash or loam 
value of the policy. And the benefit 
sought was not an annuity contract, but 
rather a tax deduction of that part ol 
the gross outlay designated for that pur 
pose as ‘interest.’ ”’ The taxpayer, in fact, 
gave up the right of an annuitant i 
order to reach his goal of getting a de 
duction large enough to reduce his taxés 
in a sum greater than the cost to him 
of the transaction. Thus, the purpose & 
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important in the determination of 
whether a loan exists. 

In fact, the court finds Mr. Emmons 
even more egregiously tax-motivated 
than was Mrs. Gregory. “In the Gregory 
case, the taxpayer had at least an ulti- 
mate bona fide transaction in mind, the 
sale of the Monitor shares, and sought 
merely to avoid part of the tax thereon. 
Here there was no independent non-tax 
transaction in contemplation of which 
the sham activity was merely subsidiary; 
the sole activity, its beginning and end, 
was the production, where none would 
otherwise have existed, of a deduction.” 

As an indication of the lack of busi- 
purpose, the applies the 
“profit motive” test: if the interest de- 
ductions were disallowed, the taxpayer's 


ness court 


transactions could result only in a loss. 
(This itself the 
denial of an interest deduction, but it 
serves as evidence that the transaction 


factor cannot cause 


is other than what the taxpayer says it 
is, inasmuch as it is assumed that nor- 
mally one does not engage in a trans- 
action which can produce, aside from 
tax effects, only a loss.) 

lo disallow the deduction, the court 
had to find that “interest” as such had 
not been paid. This it did by concluding 
that the transaction “did not represent 
a bona fide borrowing in substance, as 
opposed to form... .” 

It may be appropriate here to quote 
from Judge Learned Hand’s decision in 
Chisolm, 79 F.2d 14 (2d Cir. 1935), in 


which the Commissioner had invoked 
the Gregory doctrine. [The Supreme 
Court] “was solicitous to reaffirm the 


doctrine that a man’s motive to avoid 
taxation will not establish his liability 
if the transaction does not do so without 
it. It is true that that Court has at times 
shown itself indisposed to assist such 
efforts . , but it has never, so far as 
we can find, made that purpose the basis 
of liability; and it has often said that it 
could not be such. The question always 
is whether the transaction under scrutiny 
is in fact what it appears to be in form; 
a marriage may be a joke; a contract 
may be intended only to deceive others; 
an agreement may have a collateral de- 
feasance. In such cases the transaction as 
a whole is different from its appearance. 
rue, it is always the intent that con- 
trols; and we need not for this occasion 
press the difference between intent and 
purpose. We may assume that purpose 
may be the touchstone, but the purpose 
which counts is one which defeats or 
contradicts the apparent transaction, not 


the purpose to escape taxation which 
the apparent, but not the whole, trans- 
action would realize. In Gregory, 

the incorporators adopted the usual 
form for creating business corporations, 
but their intent, or purpose, was mere- 
ly to draft the papers, in fact not to 
create corporations as the court under- 
stood that word. That was the purpose 
which defeated their exemption, not the 
accompanying purpose to escape taxa- 
tion; that purpose was legally neutral. 
Had they really meant to conduct a 
business by means of the two reor- 
ganized companies, they would have 
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escaped whatever other aim they might 
have had, whether to avoid taxes, or to 
regenerate the world.” 

From a non-tax point of view, it is 
interesting to note that the New York 
State Superintendent of Insurance an- 
nounced (Herald-Tribune, 12/10/58) 
that his department was studying the 
legality of “an executive type of life in- 
surance policy,” apparently a minimum- 
deposit policy with a _ term-insurance 
rider. The Superintendent was con- 
cerned that buyers were urged to drop 
other policies only to find later that they 
could not afford the new policy. vr 





Foundation held exempt despite con- 
fusion in its records. The Commissioner 
determined that taxpayer, a foundation 
organized to operate a hospital, was not 
entitled to tax exemption. The court 
finds it was. In the first two years after 
the foundation’s 
consisted of the conversion of donated 


its creation activities 
property into cash. This was not, the 
court holds, a principal purpose and 
cannot destroy the exemption. When the 
hospital was completed and functioning, 
the court finds that it was operated by 
the foundation, not, 
sioner alleged, by Dr. Olney, its chief 


as the Commis- 
founder, organizer and medical director. 
True, the records were very confused, 
but everyone was extremely busy; the 
doctor knew little of bookkeeping and 
the accountant on whom he relied had 
just returned from service and was also 
overwhelmed. The court concludes that 
the foundation was not merely the land- 
lord renting a hospital building; it was 
running a hospital. Finally, the charit- 
able work of the hospital was substantial 
and Dr. Olney, far from deriving finan- 
cial benefit from the foundation, gave a 
great deal of time with little or no re- 
turn and made gifts of valuable real 
estate for its use. Olney, TCM 1958-200. 


Employer-employee committee may 
qualify as tax exempt. A committee of 
equal representation of employers and 
employees in various skilled crafts, or- 
ganized to establish standards of em- 
ployment of apprentices, to supervise 
the enforcement of these standards and 
to co-operate with the local board of 
education in establishing supplementary 
classroom instruction for apprentices, is 
exempt from taxation under Section 


501(c)(5) as a labor organization. The 


exempt TLRS AAA TARTOY LES 


IRS notes that usually only employee 
groups qualify as labor organizations, 
but sees no reason why joint groups can- 
not also qualify. Rev. Rul. 59-6. 

Exempt organizations should inform 
District Director of changes. Kulings 
and determination letters granting tax 
exemption are effective only so long as 
there is no material change in the char- 
acter of the organization, the purposes 
which it organized, or its 
methods of operation. The District Di- 


for was 
rector should be informed immediately 
of any changes, to prevent the harsh 
consequences of a subsequent revocation 
of exemption retroactive to the date of 
the changes. Rev. Rul. 58-617. 


Procedure for public inspection of ex- 
emption applications. District Directors 
will make available exemption applica- 
tions of organizations held to be exempt 
filed after 9/2/58. The director of Public 
Information, National Offices will make 
available earlier applications and sup- 
porting documents. In addition these 
officials will state whether or not the 
organization is currently held to be ex- 
empt. The ruling specifies the docu- 
ments that will be made available. Rev. 
Pro. 58-20. 


Club selling services to public not ex- 
empt as a social club. An organization 
formed by several individuals to operate 
a recreational club the predominant 
purpose of which is to sell services for 
profit to an unlimited number of in- 
dividuals termed ‘‘associate members,” 
having no voting rights, but only the 
right to use the club facilities, does not 
qualify as a tax-exempt social club. Rev. 
Rul. 58-588. 
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Experience shows Subch. K needs revision; 
current tax planning may be made obsolete 


by DONALD McDONALD 


After for'r years of working with the elaborate partnership provisions of the Code, 


the consensus of tax men is that clarification and simplification are needed, and 


Washington reports are that action by the current Congress is likely. Tax planning 


in such an atmosphere of impending change is particularly difficult. The practi- 


tioner must not only weigh the consequences of proposed transactions under the 


present law; he must consider the effect of operation of proposed changes in the 


law, particularly if a deferral to obtain the benefit of a more favorable rule is 


practical. Mr. 


McDonald is a member of the Advisory Group on Subchapter K 


appointed by the Mills Subcommittee to advise it on proposed legislative changes. 


He here reviews the principal areas in which Subchapter K has been found faulty 


and points out the corrections likely to be made. 


Tyne THE 1954 Cope, the partnership 
is a conduit of its income, deduc- 
tions, and loss items to the individual 
partners. Since the income-tax liability 
is that of individual partners, the con- 
duit provision is necessary to prevent 
against 
ducted in the partnership form and in 
favor of business conducted as a 


discrimination business con- 
pro- 
prietorship. At the same time, this con- 
duit very difficult 
problems in certain factual situations. 
Assume that A has a small tract of land 
which he has used for many years as a 
farm, and that B, a pure speculator in 
real estate, personally owns many tracts 
of land which he holds for sale. Assume 
that A and B each put one tract of land 
in a partnership, that the tracts are ad 
jacent, and that through the efforts of 
B all the land of the partnership is sold 
to C to erect a factory building. What is 
the character of A’s share of the profit 
and of B’s share of the profit? To date 
this problem has not been settled under 
the conduit rule. 

The entity concept might meet this 
problem. All earnings paid from a cor- 
poration to a shareholder as dividends, 
whether their source was capital gain, 


treatment creates 


ordinary income, or tax exempt income, 


are ordinary income in the hands of the 
shareholder. Similarly, Congress could 
create, for the purpose of taxing part- 
ners, a new concept of partnership in- 
come, all of which would be ordinary 
income or ordinary loss. Such a step 
would undoubtedly reduce the difficul- 
ties of preparing partnership returns 
and keeping partnership books. At the 
same time, such a system would have dis- 
advantages both for the taxpayer and 
the Government. It would deprive the 
taxpayer of the benefits of the lower 
capital gains tax rates, and the credits 
for dividends received or retirement in- 
come. From the Government's point of 
view, it would convert capital losses, the 
deduction of which is limited, into fully 
deductible losses on the individual re- 
turn. In addition the entity approach 
would require a statute meeting all the 
problems of formation, reorganization 
and liquidation which fill Subchapter C, 
relating to corporate taxation. 

Actually, in the 1954 Code, Congress 
left the Treasury some discretion to 
modify the full conduit principle, but the 
Treasury did not accept the offer. As the 
Code now stands, the Treasury might 
have issued Regulations under which 
only capital gains and losses, gains and 








losses on certain business properties, 
charitable contributions, qualified diy, 
dends, foreign taxes and partially ty 
exempt interest would have the san 
character for the individual partner x 
for the partnership. Any other itemj 
might have become partnership incom 
or loss and been treated as ordinary in 
come or loss. 

The concept of a partnership as; 
conduit for income led also to anothe 
problem. Throughout the Code, varioy 
sections place either a fixed-dollar or, 
percentage limitation upon certain de) 
ductions. The Code is silent on whether r 
these limitations are to be applied af 
the partnership level or solely at the in 
dividual level. 

At this point it should be noted tha 
the problems posed by the choice of 
theory arise, not so much from a conflia 
between the merits of the theories, bu 
from the conflict as to whether the bene 7 
fits or burdens conferred throughout the 
Code.on particular types of receipts or 
expenditures, or on particular taxpayen, 9 
should be preserved or denied to the 
partners. These difficulties arise when 
Congress attempts to grant limited de 
ductions to protect the revenue or sub 
sidies to benefit what it conceives a 
small taxpayers. Moreover the difficulties 
cannot be solely eliminated by changs 
in the rules for taxing partnerships. 








Taxable years 


In determining when a partner takes 
partnership income into account, the 
1954 Code treats the partnership as a 
accounting entity and merely continues 
the treatment under the 1939 Code. A 
partner takes his distributive share of 
partnership income into account, 
whether distributed or not, only at the 
close of the partnership’s taxable year. 
Moreover, the partnership may be on 
the accrual method of accounting, and 
the partner on the cash method of a & 
counting. : 

The 1954 Code did make one change 
in this area. Before 1954, a newly formed 
partnership could choose any fiscal year 
it wished to use to account for its it 
come. The Government objected becaus 
this meant that income received in 2 
partnership might not be taxed for # 
many as 23 months after its receipt 
Some taxpayers objected because they 
discovered that, upon terminating their 
relationship with a partnership either by 
retirement or death, their income would 
be bunched in the year of separation 
Unless the partnership agreement wert 
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carefully drawn, they might have to in- 
clude as many as 23 months of taxable 
income in a single taxable year. To meet 
these objections, the 1954 Code provides 
that no partnership can, without the 
consent of the Commissioner, adopt a 
taxable year which differs from the tax- 
able years of its principal partners. At 
the same time, the Code provides that 
the taxable year for a partner who dies 
will not close before the end of the 
partnership’s normal taxable year. 

These changes have led to criticism. 
axpayers have found that generally the 
Service will not consent to the adoption 
of a fiscal year different from the tax- 
able years of the partners if, in its view, 
such consent would in any way result in 
a loss of revenue, quite independent of 
the business purposes of the partners. 
At the same time \if the partnership and 
a deceased partner had the same taxable 
year, the deceased partner’s successors 
discovered that the last year’s partner- 
ship income is not includible in the 
decedent's final life-period return and 
thus generally cannot be split with his 
surviving widow or be offset by the de- 
ductible items which he spent before his 
death. 

These results led the Advisory Group 
on Subchapter K to criticize the Com- 
missioner’s policy on changing or adopt- 
ing a taxable year and to recommend 
that the successor to a deceased partner 
be given the option of closing the de- 
ceased partner’s taxable year as to the 
partnership with his death. 


Contributions to a partnership 

The 1954 Code incorporated prior 
practice relating to the tax effect of 
contributing property to a partnership. 
rhe Code provides that no gain or loss 
is recognized either to the contributing 
partner or to any other partners upon 
the contribution of property. The prop- 
erty contributed to the partnership con- 
tinues to have the same basis in the 
partnership as it had for the contributor. 
rhe basis for the contributing partner's 
interest in the firm is increased by the 
basis of the property transferred to the 
partnership. If the contributed property 
was subject to indebtedness, the basis of 
the contributing partner’s interest is re- 
duced by the portion of the indebted- 
ness assumed by the other partners. 

Correlatively, the 1954 Code also at- 
tempted to eliminate a prior doubt re- 
lating to the division among the part- 
ners of gain, loss, or depreciation on 
contributed property when it has a basis 


greater or less than its value at the time 
of conttibution. In the absence of an 
agreement among the partners, what- 
ever profit, loss, or depreciation there 
is upon the property is divided among 
the partners in proportion to their 
shares in the income of the partnership. 
This is substantially the result which 
would obtain if such property had been 
contributed tax-free to a corporation. 
On the other hand, if the partners so 
agree among themselves, the gain, loss, 
or depreciation may be allocated among 
the partners to take into account the 
difference between the property’s value 
and basis at the time of contribution. 


Analogy with corporation 


Probably the major justification for 
non-recognition of gain or loss upon the 
contribution of property to a partner- 
ship arises from the fact that property 
may be contributed tax-free to a corpo- 
ration, and that for some years prior to 
the 1954 Code the Treasury treated the 
contribution of property to a partner- 
ship as a tax-free transaction. Moreover 
this seems to accord with the untutored 
taxpayer's conception that, when he puts 
his property in a partnership for use in 
the business, he has not made a sale or 
disposition of the property which would 
make it fair to tax him as if he had 
realized a gain or loss on the property. 
Nevertheless, this treatment leaves open 
some serious questions and gives rise to 
problems which cause untold complexity 
in connection with correlative distribu- 
tions. 

Moreover, in an attempt to correlate 
Section 721 with Section 351 relating to 
the tax-free formation of a corporation, 
the Treasury in its Regulations has in- 
terpolated much substantive law into 
Section 721. It added to the statute the 
concept that a partnership capital in- 
terest received in exchange for a part- 
ner’s promise to render services, or for 
services already rendered, was not a tax- 
free contribution of property under Sec- 
tion 721. Nevertheless, in no litigated 
case has the Service successfully asserted 
this position. Possibly it will be sus- 
tained, both on the ground that the 
partner has received property in pay- 
ment for his services and on the ground 
that it is necessary to prevent the tax 
avoidance which results from permitting 
a partner to render services in exchange 
for a partnership interest which may, 
under some circumstances, be disposed 
of at capital-gain rates. 

The general rule on contribution of 
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property to a partnership weakens the 
latter argument considerably. For ex- 
ample, assume two farmers form a ranch 
partnership. Partner D contributes cattle 
with a zero basis and a value of $1,000, 
the sale of which in his hands would re- 
sult in nothing but ordinary income. At 
the same time, partner E contributes 
ranch land which has a basis of $100 and 
a value of $1,000. Nothing is said upon 
the formation of the partnership, and in 
the course of its conduct the cattle and 
the land are subsequently sold. Under 
the general rule D has shifted to E $500 
of his profit on the sale of the cattle, 
which will be taxed to both of them at 
ordinary rates, and E has shifted to D 
$450 of his profit on the land, which will 
be taxed to D at capital-gain rates. Thus 
D is able to convert at least one-half of 
his potential ordinary income into capi- 
tal gain by contributing it to a partner- 
ship. 

If the real justification for tax-free 
formation of a partnership is the fact 
that none of the partners commonly ex- 
pects to realize income solely from the 
pooling of their properties and abilities, 
it would seem that this justification is 
equally strong on behalf of the partner 
who receives an interest in exchange for 
his services as it is on behalf of the part- 
ner who contributes inventory to the 
partnership. Although the Advisory 
Group on Subchapter K has recom- 
mended statutory support for the posi- 
tion taken in the Regulations, it should 
be recognized that the Group was serv- 
ing under an injunction to simplify and 
eliminate technical errors or omissions 
in Subchapter K. 

So long as precontribution gain is 
divided among the partners, and there 
is no distinction between the contribu- 
tion of property the sale of which would 
result in ordinary income and the con- 
tribution of property the sale of which 
would result in capital gain, substantial 
justification exists for making it clear 
that Section 721 means just what it says: 
upon the formation of a partnership, 
none of the partners realizes gain or loss. 
If this approach cannot be adopted be- 
cause it might lead to tax avoidance, it is 
then suggested that the price of obtaining 
simplicity would be a modification of 
Section 704(c)(1) to require that, unless 
the difference in value and basis of 
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a property on contribution is allocated 
to the contributing partner, then gain 
or loss upon its contribution should be 
recognized to the contributing partner. 
If the contributing partner is not then 
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to recognize his gain or loss, any ulti- 
mate profit or loss, to the extent of the 
and value at 
the time of contribution, should manda- 
There little 
reason why the Code should meticulous- 


difference between basis 


torily remain his. seems 
ly prevent the shifting of income on a 
distribution when it permits such a shift- 
ing on contributions. 

Moreover, there is some question 
whether the formation of a partnership, 
or even the admission of a new partner, 
is not an event upon which gain or loss 
might appropriately be recognized. 
Normally, when the partnership is 
formed, all assets on the partnership 
books are written up to their values at 
the time of contribution. Similarly, 
proper accounting at the time of the ad- 
mission of a new partner will indicate 
the extent to which, if any, he is to 
share in the appreciation which occurred 
before his admission. In the _ business 
world, if he is to share, he must normally 
make a cash contribution to the partner- 
ship to reflect this amount. If the part- 
ners are contributing similar properties 
for use in the business, the tax-free ex- 
change provisions relating to property 
of like kind aggregate 
could permit any justifiable nonrecogni- 


under an rule 


tion. 


Distributions 


Under the 1954 Code, any non-liqui- 
dating distribution of property will 
merely transfer the property from part- 
nership to partner at the same basis, 
provided the partner’s basis for his in- 
terest exceeds the partnership’s basis for 
the asset. If the basis of the asset exceeds 
the partner's basis for his interest, then 
the basis of the asset distributed will be 
reduced to the amount of the partner’s 
basis for his interest, and immediately 
thereafter the distributee will have a 
zero basis for his partnership interest. 
No gain or loss is recognized upon any 
distribution which contains property, ex- 
cept to the extent that any cash included 
in the distribution exceeds the partner's 
basis for his partnership interest 

On the other hand, if the distributions 
liquidate the partner’s interest, then any 
inventory items or receivables of the 
partnership pass to the individual part- 
ner at the same basis, or a lower basis 
than they had in the partnership. The 
Code divides the rest of the partner’s 
basis for his interest among the other 
properties distributed to him as their 
new bases. The division is in proportion 


to the former bases of the properties in 
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the partnership. The basis of receivables 
or of inventory items is carried over, or 
reduced, from partnership to partner 
in all cases to prevent the conversion of 
potential ordinary income into capital 
gain. All of these distribution sections 
contain a rule that, if the distribution 
contains any money, the partner’s basis 
for his interest is first reduced by the 
amount of money received in the distri- 
bution. 

Generally these rules work very well. 
In some cases, however, the taxpayer 
obtains the benefit of postponing recog- 
nition of his gain or loss upon the 
liquidation of his interest at the price 
of converting capital gain into ordinary 
income. To illustrate, let us assume that, 
in complete liquidation of his interest, 
F is willing to accept from the partner- 
ship $1,000 in cash, and inventory with 
a cost and value of $1,000. Let us further 
assume that F’s basis for his interest was 
$1,000 and that the reason the partner- 
ship was willing to give F property 
worth $2,000 was that it owed a patent 
which had a zero basis, but in which F 
interest worth $1,000. At this 
point, had the liquidation of his interest 
event, F would 
recognized immediately $1,000 in capital 
gain and no gain or loss on the distribu- 


had an 


been a_ taxable have 


tion of the inventory. But the rules 
presently in the Code require that the 
shall 
basis of the partner’s interest and then 


money received first reduce the 
that any inventory coming out of the 
partnership shall take as its basis no 
more than the remaining basis of the 
Therefore in the 
realizes no gain or 


partner's interest. 
above example F 
loss, but be now has a basis of zero for 
the inventory for which he paid $1,000 
as a partner. If he sells the inventory 
promptly, ancl most inventory must be 


sold promptly, F will have $1,000 of 
ordinary income. 

The Code carefully prevents conver- 
sion of ordinary income into capital 
gains without equal care to prevent the 
conversion of capital gain into ordinary 
income. The least that the Code drafts- 
men could have provided was that in 
such a situation the taxpayer might 
choose whether he desired this liquida- 
tion of his interest to be tax-free, or 
whether he would rather recognize his 
gain and pay his capital gains tax im- 
mediately. 

The 1954 Code deceptively accepts 
the premise that the sale of a partner- 
ship interest is the sale of a capital asset 
and provides generally workable rules to 












determine whether payments to a re 
tiring partner or a decedent’s successor 
constitute a distribution of income ora 
payment for partnership property. 
Nevertheless, the concept that a par 
nership interest, like a share of stock, is 
something distinct and apart from the 
underlying assets of the partnership led 
to the possibility of tax avoidance in 
specific cases. Assume, for example, that 
a partnership developed a tract of land 
and built houses for sale. When it com 
pleted the construction, assume there 7 
was a substantial potential ordinary-in- ? 
come profit in the houses. Their cos 7 
would be fully reflected in the bases of 7 
the partnership interests. Since the part 
nership interest represented the owner 
ship of the houses, any partner, or even 
all of the partners, by selling his part 
nership interest could report the profit 
as capital gain. The purchaser was ina 
position to distribute the houses to him 
self in liquidation, step up their bases 
to equal his cost, and sell the houses. At 
this point, the construction profit had © 
been converted from ordinary 








peas? in 





income 
into capital gain. 


Collapsible partnerships 


iS hn 5 al aa 


To prevent this, the 1954 Code intro 
duced two new concepts, “unrealized te. 
ceivables” and 
ated inventory items.” “Unrealized re | 
ceivables” reférs to any rights to income J 
under the 


‘substantially apprec- 


method of 
partnership, 


which have not, 
accounting used by the 
been included in its gross income. “*Sub- 
stantially appreciated inventory items’ 
are non-capital assets whose market & 
value exceeds 120%, of their adjusted 
basis to the partnership and represents 
more than 10% of the value of all part 
nership property other than money. 
The Code then provides that, upon 
the sale of an interest by a partner, that 
part of his purchase price which repre 
sents the payment for either unrealized 
receivables or substantially appreciated 
inventory shall be treated as received in 
payment for a non-capital asset. To pre 
vent the avoidance of this provision by 
distributions rather than sales, the Code 
provides that, if in a distribution toa 
partner, any partner gives up any pat 
of his share in either unrealized recei¥ 
ables or substantially appreciated inven 
tory in exchange for another partner’ 
share in capital assets, the partner who 
releases an interest in the ordinary-in- 
come items has made a taxable sale or 
exchange of such items at that time. 
Conceptually this manner of meeting 
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the problem is logically and technically 
correct. However, even in the simplest 
partnership, it requires extensive book- 
keeping and complicated calculations, 
and it assumes that at any given instant 
the value of all partnership assets and 
the respective partners’ shares in each of 
those assets can be established to the 
Revenue Agent’s satisfaction as well as 
the taxpayer's. Moreover, its application 
to distributions in complete liquidation 
of a partner's interest, indeed to all dis- 
tributions, has provoked considerable 
criticism—not only for its complexity— 
but also for the definition of both un- 
realized receivables and substantially ap- 
preciated inventory. Furthermore, many 
of the “collapsible partnerships” which 
it was designed to tax can easily avoid 
its technical provisions. 

The Advisory Group on Subchapter 
K proposes this 
scheme of meeting the collapsible part- 
nership problems. To correlate with a 


drastic revisions to 


similar problem relating to collapsible 
corporations and also with the general 
division between capital assets and or- 
items, the 
that the special 
definitions of unrealized receivables and 


dinary income Advisory 


Group recommends 
of substantially appreciated inventory be 
deleted, and that a new term, “Section 
751 assets,” be inserted. The term “Sec- 
tion 751 assets” merely provides a short- 
hand phrase for all items which, if sold 
by the partnership, would result in or- 
dinary income or loss, rather than capi- 
The 
couched in terms of a reference to the 


tal gain or loss. definition is 
other sections of the Code which draw 


this distinction. 


Transfers of a partnership interest 

Under the present Code, if any part- 
nership interest is sold, the partner must 
undertake the complex bockkeeping and 
face the uncertainties of tax valuation 
to determine whether or not the partner- 
ship has any unrealized receivables or 
substantially appreciated inventory. He 
then must try to determine what portion 
of the purchase price was paid for these 
items and thereafter what his basis was 
for that part of his partnership interest. 
[he bookkeeping required for a Rev- 
enue Agent to make these determina- 
tions and uncertain valuations is a part 
of practically all sales of partnership in- 
terests, just to determine whether the 
rules of the section apply. 

Based on the premise that such com- 
plexity and uncertainty in computing 
taxes is not warranted unless there is a 


danger of substantial loss of revenue, the 
Advisory Group recommends some dras- 
tic limitations on the application of the 
“collapsible” rules. First, it recommends 
that the section never apply unless the 
partner disposes of his partnership in- 
terest at a gain. Second, that the section 
should never apply unless the amount 
of the gain on the sale of the partner- 
ship interest exceeds $1,000, and, in ad- 
dition, the amount of the gain on the 
Section 751 assets exceeds $1,000. Finally, 
the Group recommends that the section 
shall not apply unless the selling part- 
ner’s share of the profit in the ordinary- 
income items of the partnership exceeds 
15% of his equity in the partnership. 
Thus limited, the complexities involved 
in computing the amounts to be taxed 
as ordinary income, or in determining 
that no amounts are to be taxed as or- 
income, would face taxpayers 
only if there is a possibility of a sub- 
stantial amount of income’s being con- 
verted from ordinary income to capital 
gain. 

The 1954 Code provisions relating to 
the exchange of interests in partnership 
properties among the partners, though 
logical, make practical application al- 
most impossible. The largest section in 
the Regulations attempts to explain 
their application to relatively simple 
factual In this, as well as 
other sections of Subchapter K, the 
draftsmen have overlooked a_ practical 


dinary 


situations. 


question which was apparent to the 
draftsmen of the Uniform Partnership 
Act—that is, simply, what is any part- 
ner’s share in any particular partnership 
asset? 

In the light of this practical difficulty, 
the Advisory Group 
treatment of disproportionate distribu- 
tions which will prevent the conversion 


recommends a 


of ordinary income into capital gain. 
They suggest that, in any distribution, 
no asset which would give rise to ordin- 
ary income in the hands of the partner- 
ship shall have its basis increased. Fur- 
ther, if the partnership retains assets 
which would give rise to ordinary in- 
come after a distribution to one of its 
partners, the partnership shall not be 
permitted to make any upward adjust- 
ment in the basis of the assets to reflect 
an amount paid to the distributee part- 
ner. In this way the conversion of or- 
dinary income into capital gain is effec- 
tively prevented. An asset of the partner- 
ship which would give rise to ordinary 
income shall always give rise to the same 
amount of ordinary income, even if dis- 


_ casualty 
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[Mr. McDonald is a member of the 
Philadelphia Bar and a partner in the 
Philadelphia law firm of Montgomery, 
McCracken, Walker & Rhoads. This 
article originally appeared in longer 
form and fully footnoted in the October 
1958 issue of the Virginia Law Review, 
devoted in its entirety to a symposium 
on current tax issues. Other papers at 
the symposium considered the possibili- 
ties for comprehensive revision, 
political and economic considerations 
in foreign income taxation, taxes on 
companies, estate 
planning, proposed changes in taxes on 
corporations, and trusts and estates.| 


tax 


insurance 





tributed to one of the partners. It is 
surely simpler for the taxpayer to com- 
prehend this idea than to work out the 
multitudinous exchanges when property 
is distributed to a partner in a theoreti- 
cal exchange for his assumed interest 
in some other partnership property. 

Some may criticize this suggestion be- 
cause it will permit a limited amount of 
shifting of ordinary income from one 
partner to another, a shifting already 
sanctioned on contributions. At the 
same time, before much ordinary income 
is shifted, the progressive rates reduce 
any potential revenue loss. Moreover, at 
least in any but family partnerships in 
shifting is elsewhere 
proscribed, few partners are willing to 
accept without compensation more than 
their share of the ordinary income of 
the firm. 


which income 


Conclusion 

As we review the problem areas dis- 
cussed, there is one happy note. Most 
of the problems arise, not in the ordin- 
ary course of the partnership business, 
but upon events which occur only sel- 
dom in the life of any particular partner. 
The statute may be complex in these 
areas, but the complexity may be re- 
quired to achieve equity and avoid ar- 
bitrary variations in tax. It may cost the 
individual and the Service more to de- 
termine the tax result or to prepare an 
accurate return when a partner has had 
an unusual transaction, such as the sale 
of his interest or retirement from his 
partnership. However these are not the 
problems faced by the average partner 
or Revenue Agent. 

The one complexity which continually 
affects the partnership is created, not by 
substantive provisions of partnership 
law, but by the over-all complexity of 
the income tax law, which has departed 
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from its original conception as a tax on 
the net income of any taxpayer. It will 
be impossible to write a “simple” sub- 
chapter for the taxation of partners or 
partnerships so long as the complex 
mechanical operation of translating an 
accounting unit into taxable income for 
several partners, and the transactions 
among the partners themselves, must 
digest a myriad of special provisions 
which appear in the law for the benefit 
of one group or another. 

Nevertheless, following the usual legis- 
lative process of compromise, simplifica- 
tion with minor revenue effect is pos- 
sible for the bulk of small partnerships. 
The Code could permit a simplified part- 
nership return, similar perhaps to the 
simple individual return. It could be 
allowed only to partnerships with less 
than $25,000 of gross income, less than 
$10,000 of net income and all members 
of which belonged, to only one partner- 
ship. On this return the character of in- 
come or loss would be completely dis- 
regarded. All income would be ordinary 
income in full. All losses would be de- 
ductible in full as ordinary losses. At 
the end of the return a simple tabula- 
tion would show the net plus or minus 
dollar amount to included on any 
particular partner’s return as a single 
figure of partnership income or loss. Al- 
though this suggestion would not solve 
the substantive problems arising upon 


be 


the death of a partner or upon the sale 
of his interest in the firm, it could go 
far to demonstrate in one sector of the 
income reporting community the bene- 
fits of a return to a simple tax upon net 
income. ’ 


Each partner can get $2,000 
first-year depreciation 


A NEW FACTOR now must be considered 
in making the choice between doing 
business as a corporation and as a part- 
nership. If the business will have to buy 
a considerable amount of depreciable 
property, it may find itself unduly re- 
stricted by the $10,000 per taxpayer an- 
nual limit on property eligible for the 
special 20% first-year depreciation. If 
so, it might be wiser to begin as a part- 
nership. The instructions on the new 
partnership forms make it clear that the 
maximum write-off is $2,000 for each 
partner, or $4,000 if the partner is mar- 
ried and filing a joint return. The exam- 
ple in the instructions computes the total 
allowable for a partnership of two men, 
each married and filing a joint return, 


March 1959 


at $8,000. If the business were a corpora- 
tion, only one taxpayer would be eli- 
gible for the special allowance—the cor- 
poration itself, and so only $2,000 would 
be deductible. Having such a business 
formed as a partnership means an addi- 
tional $6,000 deduction. 

This extra depreciation allowance 
may in some instances be a vital reason 
for operating as a partnership. rather 
than as a Subchapter-S corporation. The 
election under Subchapter S will result 
in treating the stockholders as partners 
in many ways, but it won’t serve to give 
any more than the one $2,000 allowance 


to which the corporation, as a tay 
payer, is entitled under this provision, 

On the other hand, if some of the 
principals for the proposed new venture 
are already members of partnerships 
planning to acquire eligible property, 
they may expect to use in their existing 
partnerships the full $2,000 (or $4,000) 
allowed. Here it might be desirable for 
the new venture to incorporate and ob. 
tain the right to another $2,000 alloy. 
ance; if the principals really prefer the 
other tax attributes of a partnership, 
they might achieve much the same result 7 
by electing under Subchapter S. :& 


New partnership decisions this month 


Payments for deceased partner’s interest 
are entirely capital gain (1939 Code). 
Decedent was a member of a medical 
partnership. The partnership agreement 
provided that the value of a deceased 
partner’s interest would be paid to his 
estate. Following the weight of author- 
ity under the 1939 Code, the court holds 
that the entire payment to his estate 
following decedent’s death in 1951 con- 
stituted capital gain on the sale of his 
partnership interest, even though a large 
part of the payment was for decedent’s 
interest in uncollected fees. [Section 736 
of the 1954 Code provides specific rules 
for determining whether payments for 
a deceased partner’s interest are capital 


or income.—Ed.] Donoho, DC Minn, 
12/24/58. . 


Arrangement a joint venture, not a loan, 
An arrangement whereby taxpayer ad- 
vanced funds for the operation of a 
ferry and the recipient assumed no obii- 
gation to return the money except that 
it was to be repaid with interest before 
the net profits were to be shared with 
taxpayer is held to constitute a joint 
venture taxable as a partnership. The 
income from the venture is, therefore, 
includible in taxpayer‘s income in the 
year earned, and not the year when 
actual distribution is made. Hartman, 
TCM 1958-206. 


New precedural decisions this month 


Filing return ends 1% on unpaid in- 
stallments of estimate [Old Law] [Ac- 
quiescence]. Commissioner com- 
puted the 1% penalty for failure to pay 
installments required by taxpayer's de- 
claration of estimated tax for periods of 
time extending beyond the time tax- 
payer filed his return for the year. The 
court noted that it had held in LeVine, 
24 TC 147, that the similar penalty for 
failure to file an estimate ends with the 
filing of the return and, seeing no 
reason for a different rule here, holds 
the Commissioner in error. Shippen, 30 
TC No. 69, acq. IRB 1958-46. 


The 


Summary judgment not appropriate; 
fact questions remain. The Government 
defended this refund suit on the ground 
that taxpayer is estopped because it exe- 
cuted a waiver, form 870-TS, on which 
the Government relied, and also that 
the issues had been determined in an- 


other proceeding. “The district court 
granted the Government summary judg- 
ment. This court reverses. Factual issues 
as to whether there was an estoppel must 
be determined; summary judgment is 
not appropriate in this situation. Girard, 
CA-4, 12/15/58. 


*Statute of limitations no bar to assess- 
ment when inconsistent position is 
taken. Taxpayer reported on his 1944 
return $42,000 as royalties from publica- 
tion of a book, which he treated as long- 
term capital gain. Actually, he received 
$12,000 of this sum in 1944 and the 
balance in 1945. In 1948 taxpayer filed a 
refund claim on the ground that only 
$12,000, the amount actually received in 
1944, was taxable that year. On the other 
hand, the Commissioner assessed a de- 
ficiency on the basis that the $42,000 
reported as received in 1944 was tax- 
able as ordinary income. The Tax Court 
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sustained the Commissioner on the or- 
dinary income point, although it agreed 
with taxpayer that only the $12,000 re- 
ceived was taxable in 1944. This decision 
was affirmed by the circuit court and be- 
came final on October 8, 1956, upon 
denial of taxpayer’s petition for certi- 
orari. Thus it was determined that 1944 
did not include the $30,000 also ex- 
cluded from taxpayer’s 1945 return. In 
December 1956 the Commissioner as- 
sessed a deficiency attempting to tax as 
1945 income the $30,000 royalties re- 
ceived in 1945 which were not reported 
in that year. This assessment would be 
too late unless it came within the special 
rule covering inconsistent positions. This 
court affirms the Tax Court’s holding 
that it does. The position maintained 
by taapayer in his 1944 refund claim, 
which was adopted in a final court de- 
1956, inconsistent 
with the position originally taken in 
filing his 1945 return. The assessment 
was timely because made within one year 
of the denial of certiorari, the date on 
which the previous determination be- 
came final. Cory, CA-2, 12/1/58. 


termination in was 


issessment invalid; taxpayer was not 
identified. The IRS prepared summary 
assessment lists covering a number of 
tax deficiencies against “Moulin Rouge 
partnership”; the names of several part- 
ners, but not were noted. 
laxpayer had invested in the Las Vegas 


gambling casino Moulin Rouge, believ- 


taxpayer, 


ing he was a limited partner. In fact, it 
was a general partnership. But, since 
taxpayer had not been identified in the 
assessment, no lien was created against 
him. The court accepts jurisdiction in 
this suit to quiet title to taxpayer’s prop- 
erty against the asserted lien. 
DC Calif., 12/30/58. 


Coson, 


Order to produce records not appeal- 
able. This case was the start of Bernard 
Goldfine’s troubles with the IRS. He re- 
fused to turn over certain records to a 
Revenue Agent, and the Agent obtained 
an order from the district court requir- 
ing him to produce some, but not all, 
of the records thus requested. Goldfine 
applied to this court for a stay of the 
district court order, but the applica- 
tion is dismissed. The order is merely 
interlocutory; it is not the type of final 
disposition from which an appeal can 
be had. Goldfine, CA-1, 12/8/58. 


*Contract for retainer plus additional 
fee is not contingent-fee arrangement. 


Plaintiff-attorney entered into an agree- 
ment to represent defendant before the 
IRS for a retainer plus an additional 
amount “that would constitute fair, ade- 
quate and just compensation for the 
services rendered.” He succeeded in re- 
ducing a proposed $105,000 deficiency to 
$15,000 and now finds it necessary to sue 
for his fee. The defense is that the con- 
tract is unenforceable because it is a con- 
tingent-fee arrangement which plaintiff 
did not disclose, in violation of the 
Regulations governing practice before 
the Treasury Department. The court 
does not find it necessary to reach the 
question whether a violation of these 
Regulations would make the agreement 
unenforceable. It finds this was not a 
contingent-fee arrangement and upholds 
the trial court’s determination that 
$7,000 was a reasonable fee. Muldoon, 
Sup. Ct. Mass., 11/12/58. 


IRS must show necessity for re-examina- 
tion of open years, first inspection of 
closed years. The IRC requires notice 
to the taxpayer if second inspection of 
his books is necessary. This court holds 
that a mere notice is insufficient. The 
taxpayer is entitled to a hearing in 
court at which the court will decide the 
necessity. Similarly, if the Commission- 
er seeks to examine the books for closed 
years on the ground that the return was 
fraudulent, he must show the court that 
he has reasonable grounds for suspect- 
ing fraud. The decided cases make it 
clear that the usual procedure in such 
cases is for the court to hold a hearing, 
not to rely on affidavits. U. S. Alu- 
minum Siding Corp., DC Ill, 12/12/58. 


IRS sale of crop despite Tax Court 
appeal “high-handed and unlawful.” 
Prior to 1954 the IRS was permitted to 
sell property seized under a jeopardy 
assessment. The 1954 Code prohibited 
sale, if a Tax Court appeal had been 
filed, except in the case of perishables. 
The District Director here involved had 
made _ sizable jeopardy assessments 
against taxpayer, seized his crops and 
ordered them sold. Taxpayer obtained 
from a district court a temporary in- 
junction, later dissolved. All of taxpay- 
er’s 1956 crop and part of his 1957 crop 
were sold at prices far lower than would 
have been obtained had the crop been 
held for later sale. Taxpayer asks this 
court to order the district court to issue 
an injunction forbidding sale of the rest 
of the 1957 crop. The court grants it, 
characterizing the action of the District 
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Director in disregarding the Code and 
selling the seized property as “unlawful 
and high-handed.” ‘Taxpayer's crops 
were not perishable and the Director 
had never claimed they were. Smith, 
CA-8, 12/5/58. 


Reduction of basis at sale inconsistent 
with prior lack of depreciation. In 1942 
and 1944, as an inducement to move its 
business into particular areas, taxpayer 
was given two factories. No depreciation 
on either was allowed. In 1950 the Su- 
preme Court held (Brown Shoe Co., 339 
U.S. 583) that depreciation on donated 
equipment, computed on cost to the 
transferor, is allowable. Depreciation for 
years after 1947 was allowed (years prior 
to that were closed) and, upon sale of 
one of the factories, the IRS reduced 
its basis by depreciation for all years 
back to acquisition. The court holcs the 
reduction of basis on sale was inconsis- 
tent with the failure to allow deprecia- 
tion in the closed years and invokes the 
limitations-mitigations section of the 
Code. The closed years must be re- 
opened to allow prior-year depreciation. 
On the factory not sold, however, the 
Commissioner has adopted no inconsis- 
tent position; he allowed 3% of the cost, 
which allowance was completely unin- 
fluenced by prior-year lack of deprecia- 
tion. [Previous decision allowing open- 
ing of closed years for depreciation on 
both plants is withdrawn.—Ed.] M. Fine 
& Sons Mfg. Co., Ct. Clms., 12/3/58. 


Claim cited 1944 carryback; refund al- 
lowed for 1945. Until the Supreme Court 
decided the Olympic Radio case (349 
U.S. 232) in 1953, it was unclear wheth- 
er, in computing excess profits tax, an 
accrual-basis taxpayer should deduct ex- 
cess profits taxes in the year accrued or 
the year paid. The court decided the 
ordinary accrual rule applied. Taxpayer 
here was entitled to a refund of 1943 tax 
no matter which rule applied because 
of the way its operating losses occurred. 
It paid certain excess profits tax in 1944, 
creating a loss carryback to 1943 if pay- 
ment should be held to be the test, and 
it filed a timely refund claim on this 
basis. Other taxes being contested ac- 
crued in 1945 when a depreciation dis- 
pute with the IRS was settled. This 
would be a carryback to 1943 if accrual 
should be held to be the proper test. 
However, taxpayer did not file a claim 
on this theory until after the Olympic 
decision and by that time the year was 
closed. The court holds the original 
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claim adequate to support recovery on 
the new theory; the Commissioner was 
not deceived. One dissent on the ground 
that, since 1945 carryback was not men- 
tioned in the original 1943 claim, re- 
fund on that theory is not proper. H. B. 
Zachary Co., Ct. Clms., 12/3/58. 


Can’t avoid refund limitations by suing 
for fraud damage. Taxpayer sued the 
Government under the Federal torts 
claim act, alleging fraud on the part of 
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an IRS agent. The district court ruled 
that the suit is in reality one for refund 
of income tax and that the only proce- 
dure permitted is filing a refund claim 
and suing after denial of the claim. Since 
taxpayer had not filed a refund claim, 
the court was without jurisdiction. This 
court affirms. England, CA-7, 12/4/58. 


Notice to usual place of business of 
fugitive is due process. While taxpayer 
was a fugitive from justice, having fled 


New decisions affecting special industries 


Mineral is calcium carbonate; depletion 
base not reduced for discounts. This 
court rules that taxpayer’s mineral de- 
posits are calcium carbonate (10% de- 
pletion), not marble (5%), or chemical- 
grade limestone (15%). The court also 
rules that “gross income from mining,” 
on which the perc:ntage depletion is 
computed, is the sales price of all of tax- 
payer’s products, even though 
some of them are sold in bagged form, 
nor is taxpayer required to exclude dis- 
counts allowed. They were cash, not 
trade, discounts. California Portland 
Cement Co., DC Calif., 11/21/58. 


many 


Actual control is test whether casualty 
insurance company is mutual. The Code 
exempts from tax certain small mutual 
casualty insurance companies. The IRS 
took the position that the existence of 
paid-in guaranty capital by non-policy- 
holders may prevent classification as a 
mutual several cases the 
Tax Court said that, since neither the 
Code nor the Regulations define “mu- 
tual,”’ must be 
separately to determine whether or not 
the policyholders in fact exercise demo- 
The IRS now makes it 
clear that it will not look to the mere 
possibility that power may be in non- 
policyholders. Rev. Rul. 58-616. 


company. In 


each case considered 


cratic control. 


Insurance company can’t operate com- 
mon trust fund. Section 584 specifically 
provides that each participant in a com- 
mon trust fund maintained by a bank 
shall report its the 
The question is now asked whether an 
insurance company, permitted to act as 


share of income. 


a fiduciary under state law, may main- 
tain a fund which can qualify as a com- 
mon trust fund. The IRS rules that the 
insurance company does not qualify be- 
cause it is subject to control by the state 
insurance commission, whereas the Code 


provides that only banks subject to con- 
trol by state bank examiners may main- 
tain such funds. Rev. Rul. 58-605. 


Percentage depletion on limestone de- 
termined. The court determines that 
taxpayer’s limestone of a relatively high 
calcium content qualifies for the 15% 
depletion rate. The requirement of the 
Regulations that the calcium content be 
95% or more conflicts with the commer- 
cial usage and is invalid. In computing 
the depletion base, bagging is not an 
ordinary treatment process. The cost of 
bagging must be deducted from the base 
price. Centropolis Crusher Co., DC Mo., 
12/5/58. 


Ordinary treatment processes deter- 
mined. Taxpayer manufactured tile 
from clay and shale it mined. The court 
determines what constitutes the ordinary 
treatment processes in arriving at the 
base for percentage depletion. It allows 
all processes short of glazing and pack- 
aging the tile, taking as the depletion 
base taxpayer's prices f.o.b. plant after 
deducting these costs. Sparta Ceramic 
Co., DC Ohio, 11/12/58. 


Income from oil interest taxable though 
applicable to indebtedness. Prior to her 
and her husband 
owned, as a community, an oil interest 
which, the court holds, was a present in- 
terest burdened by indebtedness. Since 
the creditor was entitled to recover his 
advances from both production or sale 
of the fee, the community was taxable 
on income the interest. Upon 
divorce taxpayer received this interest 
and continues to be taxable on its in- 
come. Part of her interest she assigned 
to her divorce lawyer. The court holds 
that this assignment to pay her indebted- 
ness did not relieve her of tax on the 
income. Wood, 31 TC No. 55. 


divorce taxpayer 


from 


to avoid trial on criminal income tax 
evasion charges, the IRS seized and sold 
taxpayer’s property for delinquent taxes, 
The required statutory notices were sent 
to his usual place of business. The cour 
holds that this was sufficient notice and 
due process. Grayson, Ct. Cls., 12/3/58, 


Husband liable as second transferee of 
wife’s inheritance. A wife, admittedly 
liable as a transferee of certain in. 
herited assets, used some of them to im. 
prove a house which her husband 
owned. The rest of the inheritance was 
deposited in a joint .account. Subse. 
quently this account was-closed and a 
larger sum was deposited in her hus 
band’s personal account. This court 
holds that, although the husband is not 
liable as transferee of the money with 
drawn from thes joint account merely 
because he made a deposit in his per- 
sonal account of a larger amount on the 
same day, he is liable to the extent of 
the improvements on his house. Nau, 
CA-6, 11/26/58. 


Employee's tax payment doesn’t relieve 
non-withholding employer of penalty. 
Interest and penalties may be assessed 
against an employer who fails to deduct 
and withhold tax from the wages of an 
employee, even though the employee 
himself files an income tax return and 
pays his income. tax. The interest and 
penalties will run from the date with- 
holding should have been deposited 
until the following April 15, or the date 
the employee actually pays the tax, if 
earlier. Rev. Rul. 58-577. 


Lower court erred in enjoining collec. 
tion of tax. The district court enjoined 
the jeopardy  assess- 
ment on taxpayer’s showing that the tax 
had been improperly assessed. This 
court reverses. The courts should enjoin 
the collection of taxes only if extraor 
dinary circumstances and hardship are 
shown. Mere illegality is not sufficient. 
Melvin Building Corp., CA-7, 12/17/58. 


Commissioner’s 


IRS explains its administrative pro 
cedures on advance payments. Advance 
payments of tax deficiencies will be as 
sessed as soon thereafter as practicable, 
and will be consistent with any designa- 
tion by taxpayer as to tax and interest. 
An advance payment which is not a& 
sessed will be treated as a deposit in the 
nature of a cash bond for the payment 
of taxes thereafter found to be due. 
Rev. Pro. 58-18. 
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Boggs suggests “U.S. base companies” to 


defer tax on foreign income used abroad 


pO WE FORCE our businessmen 
out such countries as 
Monaco and Panama to 


HY 
W: 
Liechtenstein, 

achieve a business result?” 
man Hale Boggs (D.La.). “I have come 
to the conclusion that no 
forcing them to do so exists. It is within 
our power to provide the means of 
organizing base companies in the United 
States itself for the conduct of foreign 


seek 
asks Congress- 


reason for 


business operations. We have the exam- 
ple of Canada’s 4-K 
Britain’s overseas trade corporations. As 
a matter of fact, we have the example 
practically every other trading coun- 
try in the world before us to follow.” 


companies and 


Because Mr. Boggs is a member of 
the Ways & Means Committee and 
Chairman of its subcommittee on for- 


eign trade policy, this arresting sugges- 


tion demands the serious attention of 
tax practitioners and taxpayers alike. 
law permitting the 


creation of a unique class of domestic 


“Enactment of a 


corporations organized for the conduct 
of business abroad would do much to 
incentives to foreign 
ment,” said Mr. Boggs in his remarks 
at the recent meeting of the Foreign 
lrade Council. “Such companies would 
be in a position to utilize the earnings 
derived from their foreign operations 
for the expansion of their activities in 


provide invest- 


1e free countries of the world without 
the immediate payment of United States 


tax. These corporations would pay 
United States tax on their foreign-source 
income only when it is severed from 


the foreign operation by a distribution 
to the shareholders. Such corporations— 
to them as United States base 
companies for want of a better term— 
could and should be permitted to carry 
on all now 


foreign 


I refer 


operations conducted by 


base companies. I wish to em- 
phasize that I think that exporting ac- 
tivities be included within permissible 
activities. 


“Provision for United States base com- 


panies would not in my opinion require 
any change in the existing law providing 
for Western Hemisphere Trade Corpo- 
Additionally, I see no reason 
for not permitting any company desir- 
ing to do so to continue to operate 


rations. 


abroad through a branch. 

“It is fair to state that the present 
fiscal condition of the United States 
should make deferral attractive to those 
in the executive department who are 
responsible for securing the revenues 
with which to meet the Government’s 
bills. Deferral involves no loss of United 
States revenue since by hypothesis every 
dollar of foreign earnings would be 
subject to tax when repatriated to the 
United States and severed from the base 
operation by distribution to - stock- 
holders. 


Need for action is great 


“A most charitable appraisal of the 
Code as it applies to foreign-source in- 
would find it 
sult, impact and difficult 
to administer,” said Mr. Boggs. 
of no one familiar with taxation who 
does not believe that a thorough legis- 
lative overhaul of foreign tax technique 
and policy is badly needed and long 
overdue. But it will be an uphill fight to 
get tax incentives for the encouragement 
of foreign private investment and it be- 
hooves us at least to begin by consider- 
ing recommendations which, 
they may not go as far as we believe 
necessary, 
I would think it wise for those who have 
competence in the field of taxation to 
direct their attention to proposals to 
defer United States tax on foreign-source 
income until it is severed for domestic 


come capricious in re- 
formalistic in 


“I know 


though 


have a chance of adoption. 


use. 


Advantages of “third-country” subsidiary 

“Possibilities for the deferral of 
United States taxes on foreign-source in- 
come now exist under the current Code, 
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but the benefits of such deferrals by 
using foreign subsidiaries or foreign base 
companies are not available in many 
instances except at great price. The slow 
development of the statute and its rather 
fragmentary administrative and judicial 
interpretation effectively denied 
these benefits to many companies. As an 
example of a business unfairly treated 
by the present law, consider Company 
A which at great risk embarked upon 
the unknown of foreign investment in 
the 1920's. Legal advisers then had little 
experience with foreign investment and 
there were few interpretations of the 
law. The attitude of the United States 
Treasury Department was certainly far 
different from its present one. Accept- 
ing the best advice available, Company 
A organized its foreign undertaking in. 
the form of a subsidiary incorporated in 
Brazil. The risk proved worth while and 
the undertaking was successful in Brazil. 


have 


Company A was also aware that similar 
markets products existed in 
Argentina, Peru, South Africa and else- 
where. One would think it a simple 
matter for Company A to transfer a. part 
of its hard-earned foreign-source earn- 
ings to any one of the countries named 
and establish a 
ture for the 
United States 
volved. We know it is not. 

“Now look at Company B_ which 
manufactured a product similar to Com- 
pany A’s. For years Company B watched 
the experience of Company A and, con- 
vinced of the wisdom of foreign invest- 
ment, decided to move into the foreign 
field in 1953, but, learning from Com- 
pany A’s difficult tax position, it estab- 
lished a base company and, by utilizing 
this third-country arrangement, is de- 
veloping the markets in Argentina, Peru 
and South Africa with profits from other 
countries untaxed by the United States. 
This financing ability should be avail- 
able to A as well. B’s ac- 
cumulated earnings and profits in any 
one country may be transferred without 
United States tax to 
subsidiary where they are 
Additional benefits accrue to 
Company B such as the averaging of 
foreign tax rates for the purpose of 
achieving the maximum benefit of the 
United States foreign tax credit. It may 
achieve many tax savings on branch or 


for its 


similar successful ven- 
ultimate benefit of the 


and the countries in- 


Company 


the imposition of 
another 
needed. 


other agency operations because its base 

company is not subject to United States 

tax jurisdiction. 
“Surely, if we 


were proceeding de 
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novo,.no one would support this in- 
herently unequitable and discriminatory 
arrangement. Yet we today condone it 
by inaction and perpetuate the inequity 
by an overdeveloped concern for the 
bare possibility of tax avoidance. 

“The chief reason why company A is 
unable to remove this tax handicap is 
Section 367. Section 367 applies only to 
exchanges which involve gain and pro- 
vides that, in determining the extent 
to which gain shall be recognized, a 
foreign corporation shall not be con- 
sidered as a corporation for purposes of 
most of the important sections of Sub- 
chapter C unless, before any exchange is 
undertaken, it has been established to 
the satisfaction of the Secretary or his 
delegate that the exchange is not in 
pursuance of a plan having as one of 
its principal purposes the avoidance of 
Federal income tax. Section 367 began 
as Section 112(k) of the Revenue Act of 
1932 in a campaign against foreign per- 
sonal holding companies which were 
then being utilized for the purpose of 
avoiding the United States capital-gains 
tax. Now, of course, with today’s tax 
rates, it is not difficult for the Treasury 
department and the IRS to find that a 
purpose of a contemplated exchange 
is the avoidance of Federal income taxes. 
Deferral is so deemed. 

“However, Company A has no desire 
to avoid the payment of United States 
tax. It simply wishes to compete with 
equality under United States law with 
Company B for foreign investment op- 
portunities. This it cannot do because 
Section 367 has cemented, not only Com- 
pany A, but perhaps a majority of the 
primary companies in the field of for- 
eign investment, into a fixed organiza- 
tion pattern. 

“Even if we were to assume that rare 
thing, the Commissioner’s approval of 
an exchange involving a foreign corpo- 
ration, Company A is by no means out 
of the woods. Subchapter C of the Code 
was framed with domestic business prob- 
lems in mind. It does not take into ac- 
count the vagaries of foreign law and 
the policy of many foreign countries re- 
quiring a high percentage of local owner- 
ship in corporations. Thus even assum- 
ing that Company A can overcome what 
is almost the irrefutable presumption 
of Section 367, it may nevertheless find 
itself unable to invest where investment 
is needed because of a statute which 
should have as one of its principal ob- 
jectives neutrality of impact between 
similarly situated taxpayers.” 
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H.R. 5, introduced by Representative 
Boggs on January 7, 1959, attempts to 
solve both of the problems he discussed. 
Section 2 provides for the creation of a 
new class of Foreign Business Corpora- 
tion. Section 3 modifies Section 367 of 


the Code to permit tax-free transfer by 
making that provision inapplicable to 
an exchange arising out of, or in connec. 
tion with, a transfer of “foreign business 
property” (as defined) to a foreign cor 
poration in exchange for its stock. % 


Summary of Boggs Bill 


and initial industry reaction 


hes BILL INTRODUCED by Representa- 
tive Boggs to accomplish some of his 
objectives is seen by some representa- 
tives of the foreign trade industry to be 
facing grave difficulties in its progress 
through the legislature. The bill (H.R. 
5) contains seven independent sections 
and it may be that, if the need for com- 
promise develops, one or more sections 
may be dropped. 

Section 1 is introductory. 

Section 2 would create a new class of 
Foreign Business Corporations (FBC). 
These would be domestic corporations 
which would be permitted to defer U. S. 
tax so long as the earnings remained in- 
vested abroad, to some extent as third- 
country, foreign-base corporations now 
do. 

Section 3 would permit the tax-free 
transfer by U. S. corporations of foreign 
business assets to controlled foreign cor- 
porations. 

Section 4 would extend the 14-percen- 
tage-point tax reduction allowed to 
Western Hemisphere Trade corpora- 
tions on all foreign income. Only com- 
panies with 90% of their income from 
foreign business could qualify as Inter- 
national Trade Corporations (ITC). The 
WHTC would be abolished. 

Section 5 would create an over-all lim- 
itation on the foreign tax credit which 
may be elected in lieu of the per-coun- 
try limitation. 

Section 6 would specifically permit 
credit for foreign taxes forgiven by the 
foreign country as part of a tax incen- 
tive program. 

Section 7 would permit non-recogni- 
tion of gain on property of foreign sub- 
sidiaries involuntarily converted. 

Paul D. Seghers, New York City tax 
attorney and Chairman of the Interna- 
tional Section of the New York Board 
of Trade, expressed one reaction of 
foreign tax experts to the bill: it’s com- 
plex and doesn’t cover all the points that 
need correction. Mr. Seghers says that, 
“The need for encouragement of in- 
creased activity abroad through tax in- 


centives is so abundantly clear that it is 
a disappointment that the one piece of 
legislation proposed along these lines 
should fall short of affording sufficient 
incentive. Nevertheless, it would seem 
reasonable first to consider whether the 
urgency for legislation to accomplish the 
announced purpose of the Boggs Bill is 
so great that it would be better to enact 
H.R. 5 at the earliest possible moment, 
rather than to risk prolonged delay by 
seeking t* incorporate changes in it, 
though they may be very desirable. 

“However, H.R. 5, if denuded of its 
provisions for the extension to world 
wide trade of the 14-percentage-point 
tax reduction and for credit for tax 
waived by foreign countries, would be 
inadequate to accomplish satisfactorily 
its intended effect—‘to encourage private 
investment abroad.’ 

“Why? Deferment is now available 
through the use. of foreign subsidiaries 
and, according to the most ardent sup- 
porters of deferment, is being quite 
widely availed of in this manner by 
their competitors. Why, then, can it be 
anticipated that another form of defer- 
ment, given almost the same tax treat- 
ment as a foreign subsidiary, will stimv- 
late U. S. business to put money into 
foreign operations? 

“Hence, all who are concerned with 
the achievement of the announced ob 
jectives of H.R. 5 should unite in in 
sisting that the substance of the 14-point 
reduction and the tax sparing be re 
tained in it. 

“The tax-deferral method adopted is 
based on a plan proposed by Ira Won- 
der and E. R. Barlow, both of Harvard. 
It would be better had the method of 
deferral proposed by Richard CG 
Munsche (at the December hearings of 
the Subcommittee on Foreign Trade 
Policy) been incorporated in H.R. 5, 
rather than the Harvard plan. In other 
words, it would be better, as a method 
of deferral of the tax, to have the in 
come taxed to the stockholder of the 
Foreign Business Corporation when dis 
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tributed, rather than to tax the corpo- 
ration on its income when distributed 
by it. Unfortunately, there are many 
obvious disadvantages in the method of 
deferral of tax provided in the Boggs 
Bill. 

“J note that it is apparently possible 
to qualify the same U. S. corporation for 
treatment in the same taxable year as 
both a Foreign Business Corporation 
and an International Trade Corpora- 
tion. This would afford the benefit of 
both the tax deferral and the 14-per- 
centage-point tax reduction. 

“The proposed allowance, in effect, 
of either the per country or the over-all 
limitation on the amount of the for- 
eign tax credit is to be commended as 
a badly-needed correction of an injus- 
tice. It is to be noted, however, that this 
still leaves much to be desired to cor- 
rect the injustices resulting from the 
Treasury's interpretation and applica- 
tion of the Code provisions with respect 
to credit for foreign taxes levied in lieu 
of income taxes.” 

Other reactions run the familiar gamut 
of varied opinion. At the opposite pole 
to Mr. Seghers may perhaps be the 
point to fix the position of Professor 
Stanley Surrey of the Harvard Law 
School. He feels that, at present, there 
is a drive to secure a distinct U. S. tax 
preference for U. S. corporations having 
foreign income; the main goal is a 38% 
U. S. tax rate on those earnings. From 
the start, as Professor Surrey sees it, 
basic Congressional policy has been that 
a dollar received from foreign earnings 
should bear the same ultimate U. S. tax 
burden as a dollar from domestic earn- 
ings. Why then, he asks, should a dollar 
earned abroad be treated any different- 
ly? He feels that this question lies at the 
root of every tax policy issue relating 
to foreign income. 

Somewhere in between are some prac- 
tically and politically minded persons 
who believe that, at this point in our 
political picture, it will be necessary to 
settle for deferment alone. 

Other minor voices may still be heard. 
Someone has suggested that, if defer- 
ment is to be enacted, foreign incorpo- 
rated base companies should be required 
to meet the same standards of report- 
ing to the IRS that will be required of 
Foreign Business Corporations. Another 
has inquired why no corrective legisla- 
tion has been proposed to eliminate the 
tax advantage which results from the 
arithmetic operation of the foreign tax 
credit formula. [See 10 JTAX 33.—Ed.] 





Guam income tax lawful 1950-1958. In 
1950 Congress extended the tax_laws of 
the U. S. to Guam and provided that all 
proceeds of the taxes thus raised were 
to go to the government of Guam. This 
court holds that, in extending the in- 
come tax law to Guam, Congress did not 
intend to include those sections of the 
Code which exempted from the tax the 
income of residents of U. S. possessions. 
To hold otherwise would defeat the 
Congressional intent. Furthermore, tax- 
payer should not sue the U. S., but the 
government of Guam. The 1958 statute 
clarified existing law. Jennings, Ct. Cls., 
12/3/58. 


No devaluation loss on currency ex- 
cluded from income. For some years tax- 
payer availed itself of the privilege of 
deferring tax on its blocked Egyptian 
pounds by excluding them from its in- 
come under Mim. 6475. When _ the 
Egyptian pound was devalued from 
$4.13 to $2.50, taxpayer claimed a loss. 
This court rules that taxpayer’s deduc- 
tion is limited to the loss on those 
pounds that it took into income. There 


New foreign decisions this month 
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can be no deduction for loss of receipts 
never reported as income. Anderson, 
Clayton & Co., Ct. Cls., 12/3/58. 


Cannot exclude foreign earnings; funds 
came from the U.S. A U.S. citizen is not 
permitted to exclude income earned out- 
side the U.S. if the payment came from 
the U.S. or its agency. Taxpayer was an 
officer aboard a ship in foreign waters 
operated by a private company. How- 
ever, the ship was owned by the U.S. 
and the wages were paid from funds 
supplied by the Maritime Administra- 
tion. The case is, the court holds, indis- 
tinguishable from Teskey (30 TC 456), 
which held such wages taxable. Erland- 
son, TCM 1958-218. 


Cuban taxes qualify for foreign tax 
credit. Taxes imposed by Cuba under 
the Emergency Tax Law of 1931, as 
modified, upon gross receipts of certain 
foreign corporations, interest, dividends 
and royalties, are considered taxes in 
lieu of income taxes and are allowable 
for the foreign tax credit. Rev. Rul. 
59-7. 





Further comments from readers are wel- 
comed by the editors. * 


Citizens working abroad 
must now file returns 


U. S. crrizens employed abroad will have 
to file Federal income tax returns for 
1958 and later years, even though their 
income earned outside the United States 
may be exempt from tax, as a result of 
the Technical Amendments Act of 1958. 
Taxpayers claiming exemption under 
Section 91l(a) on their income from 
personal sources earned abroad will be 
required to submit with their tax re- 
turn a new Form 2555, “Statement to 
Support Exclusion of Income Earned 
Abroad.” 

The 1954 Code has always required 
that a return be filed by a taxpayer who 
has annual gross income of $600 or 
more ($1,200 if he is 65 years of age or 
over). 

Formerly, many citizens employed 
in foreign countries did not have to 
file returns because their gross income, 
which did not include income exempt 
because earned abroad, was less than the 
minimum gross income for filing a re- 


turn. Now the taxpayer abroad must in- 
clude exempt earned income when de- 
termining whether he must file an in- 
come tax return. 

All income received for personal serv- 
ices performed abroad by a citizen who 
is a bona fide resident of a foreign 
country for at least one full taxable 
year is exempt. There is also an exemp- 
tion of the first $20,000 of income re- 
ceived for personal services performed 
abroad by a citizen who is physically 
present in foreign countries for (approxi- 
mately) 17 out of 18 consecutive months. 

If the taxpayer qualifies under either 
of these two rules, income derived from 
personal services rendered abroad is 
exempt. This includes wages, salaries, 
fees, bonuses, commissions, tips and 
similar income. 

However, income paid by the United 
States Government is not, under any 
circumstances, exempt for reasons of 
bona fide residence or presence in a 
foreign country. Accordingly, U. S. Gov- 
ernment employees abroad are generally 
not affected by the new filing require- 
ment because their government salary is 
taxable and they have always been re- 
quired to file income tax returns. s 
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No depreciation in year of sale at a gain? 


Cohn case raises disturbing questions 


by FRANK W. BOYDSTUN 


Are you planning to sell depreciable property at a gain? Before you fix on a date 


for the sale, you'll want to give careful thought to the new Cohn rule, which 


would require you to reduce the depreciation deduction in the year of sale by the 


amount of gain. Obviously a sale early in the tax year is safest. Mr. Boydstun care- 


fully sets forth the facts and the holding in the Cohn case, considers its correlation 


with the recent Hertz decision on salvage and notes that the best protection against 


this new attack may be the declining-balance method. 


peepee ARE much disturbed by 
the portion of the recent Cohn de- 
cision of the Sixth Circuit which said: 
“Where the actual salvage value of assets 
is known at the end of a tax year, de- 
preciation is not allowable for that year 
on such assets to the extent that their 
book value at the beginning of the tax 
year is less than their actual salvage 
value.” In many instances this holding 
will disrupt the widespread business 
practice of accruing depreciation at the 
determined rate month-by-month from 
the day of acquisition of an asset to the 
day of its sale or other disposition. Such 
“hindsight” reversal of depreciation ac- 
cruals will be limited, of course, to cases 
in which depreciable assets are sold at a 
gain. 

An example will show just what can 
result from the application of the prin- 
ciples established by the Cohn decision. 
A machine shop purchases a machine 
tool for $8,000 and begins to depreciate 
10-year estimated life. With 
an estimate of $800 for salvage, annual 


it over a 
depreciation will be $720; monthly will 
be $60. After four years (from a Decem- 
ber 1 acquisition date) and at the end 
of the eleventh month of the year, the 
machine is sold for $6,000; it has a book 
value as adjusted by depreciation of 
$5,120, and the depreciation taken in- 
cludes $660 accrued and charged against 
income during the taxable year of the 
sale. The book gain thus is $880, of 


which $660 was created by the deprecia- 
tion accrual during the year of the sale, 
the deduction of which had in effect 
transmuted so much ordinary income 
into capital gain. Under the Cohn rule 
the $660 depreciation of the year of 
sale will be disallowed, thus reducing 
the capital gain to $220 and increasing 
ordinary income by $660. 

The Cohn decision was handed down 
on September 26, 1958, and it is too 
soon to know how and to what extent 
the IRS will apply its precepts in the 
administration of the tax law. Neverthe- 
less, it appears to provide the IRS a 
potent weapeun in its battle to increase 
the salvage factor in the depreciation 
equation. It will limit the taxpayer's 
efforts to gain tax advantage by realizing 
capital gains on the sale of depreciated 
property. 


Facts in the Cohn case 


If this is truly a landmark decision, 
as it well may be, then anyone interested 
in depreciation taxation should 
read it carefully. Bertrand W. Cohn and 
his two partners had experience in fly- 
ing-school operation, so in 1941 and 
1942 they entered into contracts with 
the Air Force to provide three schools 


and 


for pilot training. The necessary real 
estate investment was made by the De- 
fense Plant Corporation, but the tax- 
payers were required to invest some 
$360,000 in movable equipment for the 


three schools. There were several gen- 
eral classes of equipment, some of which 
—such as barracks and mess-hall equip. 
ment—might be useful in other busi- 
nesses, and some of which was so special- 
ized as to be useful only for aviation 
training. The problem of determining 
proper depreciation on this equipment 
was a difficult one because of the un- 
certain duration of the Civilian Contract 
Flying School Program. The taxpayers 
concluded that the program would 
terminate no later than December 3], 
1944, and they depreciated their equip- 
ment from date of acquisition to Decem- 
ber 31, 1944, with no allowance for sal- 
vage. One school was terminated on 
August 4, 1944, and the other two on 
October 16, 1944. At or about ’ those 
dates the equipment was auctioned off 
and yielded an aggregate net profit of 
approximately $140,000, which was re- 
ported as income subject to the provi- 
sions of Section 117(j) of the 1939 Code. 

This $360,000 
substantially written off in approximate- 
ly three years and then sold for well 
over a third of original cost to yield a 
profit of $140,000 taxable as long-term 
capital gain—is sure to attract careful 
scrutiny by any Revenue Agent. Such 
scrutiny was forthcoming and _ resulted 
in deficiencies for all of the years in- 
volved, based on changing the estimated 
useful lives to 10 years for some and 
five years for other classes of assets. It 
is interesting to that the IRS 
worked on the theory that estimated use- 
ful life means the total useful economic 
life of the asset, not just its life in the 
hands of the taxpayer. The other im- 
portant recent depreciation case, Hertz 
Corp., (DC, Del., 7/17/58) held that the 
foregoing concept of useful life was 
correct under the 1939 Code, but that 
1954 Code 
means life in the hands of the taxpayer. 

The IRS-lengthened lives of the flying 
schools’ equipment did not survive judi- 


story—assets costing 


note 


under the useful life now 


cial review, but government counsel 
counterattacked with salvage value argu- 
ments and gained the ultimate objec- 
The district 


court judge made conclusions of law: 


tive: an increase in tax. 
“The proper method of depreciation in 
circumstances where it can reasonably 
be ascertained that equipment or facili- 
ties of a specialized nature will no 
longer be useful to the business at the 
occurrence of a particular event is to 
depreciate the property completely to 
the date of such occurrence. The plain- 
tiffs in depreciating the movable equip- 
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(Frank W. Boydstun is a partner in the 
CPA firm of Hicks, Boydstun & Klingner, 
San Francisco. He has been active on 
the California CPA Tax Conference 
Committee.] 





ment of the flying schools over the 
period of the estimated useful eco- 
nomic life used a reasonable and proper 
method under the circumstances to re- 
flect the value of the assets.” 


The Cohn opinion 


Having sustained the taxpayers in 
their estimates of useful life, the court 
proceeded to torpedo them with salvage 
value. The original finding of the dis- 
trict court was not too devastating. It 
was that other operators were allowing 
10% of original cost as estimated sal- 
vage value in setting up their deprecia- 
tion and the taxpayers’ depreciation 
should be recomputed similarly. How- 
ever, this was not to be all. The final 
the district court are dis- 
closed in the affirming opinion of the 


findings of 


sixth Circuit and include these general 
conclusions of law: 

“|. Allowable depreciation is deter- 
mined in the light of conditions known 
to exist at the end of the tax year; 

“2. Depreciation deductions are to be 
corrected in any year when it is obvious 
that a fact involving useful life is in 
error; 

“3. Where the actual salvage value of 
assets is known at the end of a tax year, 
depreciation is not allowable for that 
on such assets to the extent that 
their book value at the beginning of the 
tax year is less than their actual salvage 


” 


yeal 


value; 

Che taxpayers’ ultimate argument be- 
fore the appeals court was: admitting 
that salvage value must be estimated 
when an asset is acquired and its de- 
preciation commenced, it is nevertheless 
improper thereafter to change the esti- 
mate of salvag: account of 
changed price levels, demand pressures, 
or for any reason. ‘The taxpayers had ad- 
mitted that useful lives may be re-esti- 


value on 


mated to reflect changed conditions, but 
argued that salvage values could not be 
changed, once fairly estimated. 

The Sixth Circuit held that the dis- 
trict court was right, saying, “Deprecia- 
tion of useful 
life and salvage value, both estimated. 
If, under certain circumstances, depre- 
ciation can be reconsidered through a 
redetermination of useful life, it would 
seem logical to permit, at least at the 


involves a combination 


same time, a reconsideration and _ re- 
determination of salvage value. Since a 
change in the depreciation allowance is 
not applied retroactively, such a change 
in the salvage value would not affect 
prior taxable years.” The opinion cites 
with approval 1954 Code Regulations 
Section 1.167 (a)-l(c): “Salvage value 
shall not be changed at any time after 
the determination made at the time of 
acquisition merely because of changes in 
price level.”.The court notes that the 
word “merely” must be considered. 

The parties in this case did not make 
the. argument which was made and re- 
jected in Hertz Corp. that salvage value 
for income tax purposes means scrap 
value. Apparently the litigants were in 
agreement that salvage value means the 
net proceeds to be realized by the tax- 
payer upon the sale of his depreciable 
property. 


Implications of the Cohn holding 

Since the Cohn case involved years 
under the 1939 Code, there will be ques- 
tions as to its applicability under the 
1954 Code. We have already noted that 
the Cohn decision quoted 1954-Code 
Regulations with approval, and we can 
only conclude that it well may apply 
under the 1954 Code to straight-line de- 
preciation. It may not apply, on the 
other hand, if declining-balance depre- 
ciation is used. The decision in the 1954- 
Code Hertz case says flatly, “I conclude 
that salvage value other than that which 
is inherent in the method is not a factor 
in determining depreciation under the 
declining-balance theory of deprecia- 
tion.”” Hence the Cohn case may make 
the declining-balance method irresistible 





No capital gain on lump-sum commu- 
tation under employment contract. ‘Tax- 
payer was entitled to $100,000 payable 
over six years for services rendered a 
foundation in connection with its pur- 
chase and leasing of a tanker. After three 
years, the foundation sold the tanker 
and settled its obligations to taxpayer 
by paying him some $41,000. The Tax 
Court denied that the payment was for 
an interest in the tanker; it was a lump- 
sum commutation payment for amounts 
due under an employment contract and 
is a substitute for future compensation, 
taxable as ordinary income. This court 
affirms. The fact that the amounts due 


under the contract were commutated 
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to some who thus far have hesitated to 
adopt it. 

The question may be asked: If depre- 
ciation can be disallowed for the year of 
sale, can it also be disallowed for pre- 
ceding years until either the gain is 
eliminated or the statute of limitations 
reached? The key appears in the first 
point of the decision: “Allowable de- 
preciation is determined in the light of 
conditions known to exist at the end of 
the tax year.” So the push-back of the 
depreciation disallowance can only be 
carried to the earliest year in which the 
ultimate amount of salvage proceeds is 
known. Usually this would not be earlier 
than the year of sale. 


Is rule applicable to real property? 


One more question: The Cohn .case 
involved personal property; will its prin- 
ciples be applicable to real property? 
There seems to be nothing about real 
property to avoid such applicability once 
you accept the Hertz rule that salvage 
value is net sales proceeds, not mere 
scrap value. Buildings are sold for good 
prices even 50 and more years after their 
original erection, but they are not 
thought of as having any particular 
scrap value. If salvage value is their sale 
value, then the Cohn case can operate 
in many instances to eliminate year-of- 
sale depreciation of real estate. 

In all of the foregoing it must be 
understood that year-of-sale depreciation 
is eliminated under the Cohn decision 
on an item-by-item basis and only from 
transactions which show a gain, and then 
not beyond the point at which the elim- 
ination reduces any gain to the break- 
even point. vx 


into a lump-sum figure did not change 
the basic nature of the payment. Gor- 
don, CA-5, 12/11/58. 


Capital gain on patent transfer despite 
retained rights. Taxpayer, inventor of 
an oil-well drilling device, agreed to give 
an exclusive right to use the device in 
exchange for a royalty payment. How- 
ever, the agreement provided that he 
could cancel the exclusive feature on 30 
days’ notice, reducing the royalty, and 
also that the user could not use the de- 
vice for certain purposes. The district 
court held that taxpayer retained such 
substantial rights that the agreement 
constituted a license, rather than a sale. 
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This court reverses. Neither the reserva- 
tion of a right of cancellation nor the 
retention of the right to prevent certain 
uses changes a sale into a license. One 
concurrence on the ground that the re- 
served uses and the cancellation clause 
had no commercial value. The patent 
was not in fact of value to anyone but 
this user because it could not be used 
without patents owned by this user. Ban- 
nister, CA-5, 12/23/58. 


Sale of real estate is ordinary income. 
In 1926 taxpayer, the founder of Boeing 
Aircraft Co., purchased tracts of land 
north of Seattle with the intention of 
subdividing them for residential devel- 
opment. From 1929 to 1932 this land 
was held by his wholly-owned corpora- 
tion. However, after the corporation’s 
activities proved unsuccessful, it was 
liquidated and the real estate returned 
to Boeing. In 1934 he employed a real 
estate broker on retainer plus commis- 
sions to liquidate the investment, and 
the land was gradually subdivided and 
sold. This court holds that the gain on 
the sales is ordinary income, not capital 
gain, because the property was held pri- 
marily for sale in the ordinary course of 
business. It points out that this is not a 
liquidation of an involuntary acquisi- 
tion. This property was purchased for 
development and taxpayer had contin- 
ued to control it until the final sale as 
developed property. Boeing, Ct. Clms., 
12/3/58. 


Ordinary loss on sale of rented resi- 
dence. Taxpayer, a lawyer, built a house 
for sale, and rented it for a short period 
at a loss. The house is held to be prop- 
erty used in a trade or business and is, 
therefore, not a capital asset and the 
loss is deductible as an ordinary loss in 
the year the house was sold, Stratton, 
TCM 1958-214. 


Lease with option found to be a sale. 
Taxpayers leased a building they owned 
for a 10-year term with annual rents of 


$19,000 and gave the lessees option to 
purchase at the end of the term for 


$75,000. This the trial 
court’s finding, from all the evidence, 
that a sale of the property was intended. 


court affirms 





*xkindicates a case or ruling of un- 
usual importance. 


*indicates a case or ruling having 
some novelty or unusual interest. 
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Since the Government stipulated that, 
if a sale was found, taxpayers would be 
entitled to report it on the installment 
method, it cannot now contend that an 
improper election to use the installment 
method was made. Elliot, CA-9, 12/5/58. 


Lawyer realizes ordinary income on 
sale of lots. Taxpayer was a lawyer 
whose gains from the sale of real estate 
greatly exceeded his income from the 
practice of law. He is found to have held 
lots, not as an investment, but for the 
purpose of sale to customers in the regu- 
lar course of business. The fact that he 
did not engage in active sales promo- 
tion, or that he never held a real estate 
license is not controlling. Since tax- 
payer reported on the cash basis, he 
could not include in the cost of sales 
abstract expenses which were merely 
estimated. Frankenstein, 31 TC No. 43. 


Sale of option contract treated as sale 
of land. Taxpayer acquired options to 
purchase certain parcels of real estate in 
New Jersey. The option was in the form 
of a contract of purchase and sale, but 
limited taxpayer’s liability for non-per- 
formance to forfeiture of the relatively 
small deposits. After holding the options 
for a period in excess of six months, tax- 
payer entered into a written contract 
with R. H. Macy & Co. to sell the real 
estate. The contract provided that the 
conveyances would be made by the own- 
ers of the parcels directly to Macy. The 
court holds that the ultimate transaction 
anticipated was a sale of land, and not 
a sale of the option contracts, so that 
no part of the gain realized by taxpayer 
can qualify as long-term capital gain. 
Blick, 31 TC No. 66. 


Capital loss on sale of stock with whis- 
key purchase privileges. Taxpayer, a 
wholesale liquor dealer, bought shares in 
a distilling company after it had an- 
nounced a plan for permitting stock- 
holders to buy its whiskey. Because it 
held the stock several years after avail- 
ing itself of the whiskey-purchasing privi- 
lege, the Tax Court ruled that the stock 
was a Capital asset at time of sale, and 
the resultant loss could not be taken as 
an ordinary business loss. This court af- 
firms without opinion. Gulftex Drug 
Co., Inc., CA-5, 12/10/58. 


Capital gain on sale of option back to 
grantor. Taxpayers acquired options 
from two brokerage firms for the pur- 
chase of certain stock. Later, they wanted 


to exercise the options on only one-half 
of the shares. After holding the options 
for more than six months, they sold a 
one-half interest back to one of the brok. 
erage firms and to the wives of the part 
ners of the other. The court accepts the 
transactions for what they purport to 
be, a sale of a capital asset held for more 
than six months. It rejects the Commis 
sioner’s contention that the substance 
of the transaction is a payment for the 
release of the option. [The opinion 
states that, under the Commissioner's 
theory, the gain would be short-term 
capital; it would appear to be ordinary 
income.—Ed.] Cummins, DC Tex., 12/ 
16/58. 


Invention was sold; heirs have capital 
gains, too. In 1939 taxpayer’s father-in- 
law transferred.a patent for royalty pay- 
ments based on use. This transaction 
was a sale, the cou. ‘nds, and the re. 
ceipts are capital ga .s. That taxpayer 
received her interest as a gift from her 
husband, who had inherited it from his 
father, doesn’t affect the status of the 
payments as capital gain. Decker, DC 
Ill., 12/8/58. 


DEDUCTIBILITY 


Cost of establishing business to obtain 
employment not deductible. Taxpayer 
incurred expenses in an_ unsuccessful 
effort to have the City of Montreal, 
Canada, install a suspended monorail- 
way transportation system. He also in- 
curred expenses for the purpose of re- 
activating a National Hockey League 
franchise in Philadelphia. He claimed a 
deduction on the ground that, if either 
of these enterprises had been successful, 
he would be employed by them. The 
Tax Court disallowed the deduction be- 
cause amounts expended to establish a 
business so as to gain employment are 
not ordinary and necessary expense. 
This court affirms. The question of a 
capital loss deduction was not raised. 
Peto, CA-2, 12/31/58. 


Law firm’s underwriting of losses of 
savings and loan association a business 
expense. For many years prior to 1935, 
taxpayer’s law partnership had beer ac- 
cumulating abstracts of titles to virtually 
every subdivision in a particular county, 
enabling the firm to derive steady and 
substantial fees from mortgagors for 
making abstracts and rendering opinions 
on realty titles. In 1953, when a particu- 
larly important money lender left the 
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community, the law firm sought to aug- 
ment its fees by organizing a Federal sav- 
ings and loan association to provide 
mortgage loans, and agreed to make 
good the association’s operating deficits 
for the initial three years. The court 
holds that payments made to the associa- 
tion under this guaranty were not capi- 
tal investments, but are deductible by 
the partnership as ordinary and neces- 
sary expenses, proximately related to 
the plan and purpose of providing an 
additional source of legal fees from ab- 
stract work. Snow, 31 TC No. 63. 


*Deduction for liquor not allowable in 
dry state. Taxpayer, a Tulsa, Oklahoma, 
lawyer, spent $300 for whiskey to enter- 
tain his clients. Not disputing that this 
is an ordinary and necessary expense, the 
Commissioner denied the deduction say- 
ing that to allow it would frustrate the 
public policy of Oklahoma, a dry state. 
This court agrees. Although the pur- 
chase and possession of liquor for one’s 
personal use and the use of one’s guests 
does not violate the Oklahoma statutes, 
the possession of it for any other pur- 
pose does., Taxpayer used the liquor to 
achieve commercial objectives, an illegal 
purpose. One dissent on the ground that 
this is not direct enough frustration of 
the state policy to require the denial of 
the deduction. Winters, CA-10, 11/13/58. 


Expenses not a corporate expense; divi- 
dend to stockholder. A corporation made 
certain expenditures in connection with 
the designing, constructing and racing 
of speed boats. Prior to the years in con- 
troversy, such activities were purely the 
hobby of its sole stockholder, and the 
business of the corporation consisted of 
owning and renting a building. The Tax 
Court found, and this court affirms, that 
the corporation did not enter into a true 
business venture of exploiting these rac- 
ing boats for profit, that its activities 
were a continuation of the shareholder's 
hobby for his personal pleasure and 
satisfaction and that it contemplated 
merely the possibility of entering into a 
commercial venture at some future time 
which never did eventuate. The expen- 
ditures were not deductible by the cor- 
poration, but were properly includible 
in its stockholder’s income as taxable 
dividends. American Properties, Inc., 
CA-9, 12/10/58. 


Expenses of promoting world’s fair. dis- 
allowed. Taxpayer incurred expenses in 
an attempt to promote a world’s fair in 


Houston. Nothing came of this promo- 
tion. The expenses are not deductible 
business expenses because taxpayer 
failed to prove that he was in the busi- 
ness of promoting such enterprises. Dor- 
sky, DC Ala., 12/8/58. 


Fraud penalty on state income tax not 
deductible. The Wisconsin state income 
tax law provides that, in case of fraud, 
the tax “shall be assessed at twice the 
normal income tax rate.” The court 
construes this as a penalty similar to the 
50% penalty in the Federal law. It holds 
that to allow this penalty as a deduction 
against the Federal tax would frustrate 
the policy of the Wisconsin law. Miller 
Scrap Iron & Steel Co., DC Wisc., 12/ 
17/58. 


Cost of tires on new trucks expensed. 
Taxpayer, an interstate common carrier, 
is permitted to treat tires purchased on 
new equipment as an expense deduct- 
ible in full in the year of purchase. The 
tires were worn out within the year. 
Interstate Truck Service, Inc., TCM 
1958-219. 


Payments for exclusive right to collect 
scrap are deductible expenditures. Tax- 
payer-corporation collected meat scrap 
and bones for rendering into tallow, 
grease and glue. To insure a large and 
steady flow of raw material into its plant, 
the corporation found it advantageous 
to contract with a source of supply. The 
agreement called for a payment by tax- 
payer at the time of the agreement, as 
well as purchase of raw material col- 
lected at such prices as might be agreed 
upon from time to time. Taxpayer was 
designated as exclusive buyer. The Tax 
Court held these rights were intangible 
capital assets and the amounts paid at 
the contract signing were capital. This 
court reverses. There was no obligation 
on either party and, therefore, the pay- 
ments could not be a purchase. This 
payment was merely to protect and pro- 
mote taxpayer’s business and, as such, 
is a deductible business expense. Van 
Iderstine Company, CA-2, 11/28/58. 


Can deduct salary to officer on leave al- 
though service was to war contractor. 
During the war years taxpayer contin- 
ued the salary of a vice-president, a 
member of stockholder-president’s fam- 
ily. The IRS allowed it for the period 
he was an instructor in the Civilian 
Pilot Training Program, but disallowed 
it while he was an employee of an _#air- 
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plane company as test pilot for military 
planes. The court points out that the 
Code allowance of reasonable salary for 
services actually rendered has been in- 
terpreted as including past or future 
services and that the Regulation specifi- 
cally permitting pay while employees 
are on military service cannot limit the 
Code. The court sees no reason why only 
part of the salary paid in this case 
should be allowed and permits deduc- 
tion of salary for all years. Ware Knit- 
ters, Inc., Ct. Clms., 12/3/58. 


Rent payments, held to be for equity, 
may include interest. Taxpayer corpora- 
tion “rented” a parcel of real estate for 
68 years, with an option to purchase the 
land at the end of the lease for $10. This 
court had previously held (244 F.2d 904) 
that the payments under the “lease” 
were part of the purchase price, not rent. 
On remand to the Tax Court, taxpayer 
argued that at least part of the purchase 
payments were for interest. The Tax 
Court held that it was precluded from 
considering this argument by the pre- 
vious opinion of this court. This court 
disagrees. The previous decision held 
that the monthly payments were for the 
purchase of property. Allocation be- 
tween principal and interest is still 
open. Wilshire Holding Corp., CA-9, 
11/28/58. 


WHAT IS INCOME 


Gift of appreciation to lawyer a tax- 
free gift [Acquiescence]. Taxpayer, a 
lawyer, represented a Japanese alien in 
a case to test the constitutionality of the 
California alien land laws and was suc- 
cessful in getting the California Supreme 
Court to hold the laws unconstitutional. 
The Japanese community, as an expres- 
sion of gratitude and appreciation, held 
a banquet in the lawyer’s honor and 
presented him and the Japanese plaintiff 
in the test case with checks for $10,000 
which sums were raised by a community 
collection. The Tax Court disagreed 
with the Commissioner’s contention that 
the payment represented compensation 
to the lawyer for services rendered and 
held it to be a non-taxable gift. Wright, 
30 TC 392, acq. IRB 1958-46. 


Cancellation of insolvent’s debts does 
not affect loss carryovers. The cancella- 
tion of indebtedness does not result in 
the realization of income when the 


debtor is insolvent both before and after 
the forgiveness. Consequently the net 
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operating loss carryovers from _ prior 
years are unaffected. Rev. Rul. 58-600. 


Subscribers “capital contributions” to 
TV antenna were for service and are 
income. Taxpayer, a TV antenna service 
corporation, required prospective sub- 
scribers to make “capital contributions” 
at the rate of $125 for residential sub- 
$150 
business establishments, in addition to a 
rental fee. Since the contribu- 
tors had none of the rights or privileges 
of the holders of the corporate stock, 
the capital contributions are held to be 


scribers and for commercial or 


monthly 


in fact payment for service and, under 
the recent Teleservice case (27 TC 722, 
affd. 254 F.2d 105), is taxable income. 
Warren Television Corp., TCM 1958- 
211. 


Change in position on regulated utili- 
ties will be prospective only. The IRS 
has been adhering to its position that 
contributions by customers in aid of con- 
of facilities (electric 
lines, spur tracks and the like) are not 
taxable 
the 


struction service 


income. However, the decision 
in Teleservice Co. case was that 
contributions to a community television 
antenna were income, and the IRS is 
now studying the effect of this decision 
on public utility cases. The Service an- 
nounces that, if it should change its 
earlier position and rule that regulated 
public utilities may no longer exclude 
such receipts, the change will be ap- 
plied prospectively only. Rev. Rul. 58- 


JID. 


Insurance settlement in lieu of injury 
suit non-taxable. A company which uses 
private airplanes to carry employees and 
to 
from damage suits in case of injury to 
The 
specified sums will be paid to the in- 


others carries insurance protect it 


passengers. policy provides that 
jured upon their release of all claims 
against the company. The question is 
whether such payments will be non-tax- 
able to the recipients. The IRS rules 
that they will be. The requirement of 
the that the 
would be in lieu of prosecution and the 


release shows settlement 
payments, therefore, are in the nature 
of damages. Rev. Rul. 58-578. 


Employee not taxed on $10,000 gift 
from employer. Taxpayer had been em- 
ployed in 1947 by a partnership in the 
business of door-to-door sales of maga- 
zine subscriptions. In accordance with 


his contract, his salary went up every 
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year and, by 1952, it was about $25,000. 
He lived across the street from the resi- 
dent partner and relations were very 
friendly. When in 1952 he said 
needed to expand his house, but lacked 
$10,000, the partner assured him he 
would get it and thereafter gave him 
the cash. It was charged on the books 
to the partners’ withdrawal accounts and 
was not claimed by them as a deduction. 
On the facts the court holds it was a 
gift and taxpayer is not taxable on it. 
Harrington, TCM 1958-194. 


he 


Monies received from wealthy eccentric 
taxable as compensation. An eccentric 
wealthy widow engaged taxpayer to do 
investigative work for her and to ad- 
vise her on financial matters. Taxpayer 
also acted as a companion, friend and 
confidant to the widow. Sums of over 
$250,000 received from the widow over a 
period of years are found to be compen- 
sation for services rendered and hence 
taxable in full, in spite of taxpayer's 
allegations that the sums were received 
as trust funds to be used for the char- 
itable desires of the widow. The failure 
on the part of taxpayer to report the 
is deemed fraudulent 
with intent to evade tax. Pigman, 31 TC 
No. 37. 


substantial sums 


OTHER DECISIONS 


Deposit becomes taxable income upon 
depositor’s breach of contract. The court 
finds that $85,000 received in 1943 by 
taxpayer's partnership was a deposit 
made by a prospective buyer to guaran- 
tee performance. It was not then a pay- 
ment for whiskey. Consequently it was 
not taxable income in 1943, but in 1944 
$75,000 of it became income as liqui- 
dated damages upon the buyer’s breach 
of contract. Griffin, TCM 1958-210. 


Auto dealer not taxable on reserves 
withheld by finance company. A district 
court here joins those holding that an 
auto dealer is not required to include in 
taxable income the full proceeds of sales 
which are financed. As is standard prac- 
tice in the industry, the finance com- 
pany did not turn over to taxpayer, an 
auto dealer, the full purchase price lent 
by it to the car buyer. It held a certain 
portion in a dealer’s reserve account, 
against which it had the right to charge 
defaults on any of the loans made by it 
to customers of the dealer. Reviewing 
the cases, this court finds it agrees with 
those finding that, because of these con- 


tingencies, the dealer may never receive 
the withheld amounts and, therefore, 
they are not properly accruable. Price 
Motors, Inc., DC Tenn., 10/10/58. 


No bad debt deduction for notes of 
former husband. While taxpayer's for. 
mer husband was going to medical 
school, they both worked. In 1947, when 
they were living apart, she asked him 
to sign a note for $3,000 for her con. 
tributions to their support. They were 
divorced in 1948 and in 1952 she began 
suit on the note and compromised it 
for $1,000. This court disallows a bad 
debt deduction for the uncollected 
$2,000. The note is insufficient to over- 
come the presumption that advances be. 
tween spouses are gifts. Even if there 
were a debt, there was no showing that 
the debt became worthless in 1952 or 
any other year. The $200 attorney’s fees 
in the suit do not qualify as either a 
business expense or as an expense for 
income-producing property. Martersteck, 
DC Ky., 11/20/58. 


Bad debt deductions denied CPA for 
failure to prove debt. A CPA who said 
he devoted more than 30% of his time to 
promotional activities is denied a $38,- 
000 bad debt deduction on the ground 
that he failed to establish by credible 
evidence that he actually made the loans 
in question to one of clients. 
Uslander, TCM 1958-212. 


his 


Income not accruable before existence 
is known. Taxpayer contracted to lease 
a nut-shelling plant to its president in 
return for one-half of the plant’s yearly 
net income. The books of the plant were 
kept on taxpayer’s premises, and for 
1943 taxpayer accrued as rent one-half 
of the income shown on the plant's 
books. After the president’s death, and 
subsequent to the filing of its 1943 re- 
turn, taxpayer found out that the presi- 
dent had not included substantial sales 
on the plant’s books. The court holds 
that taxpayer is not required to accrue 
in 1943 the additional rental income due 
these taxpayer 
had no knowledge of the unreported 
sales, and accrual was for all practical 


because of sales, since 


purposes out of the question. Camilla 
Cotton Oil Co., 31 TC No. 60. 


July 1958 price indexes acceptable to 
Service. Price indexes for July 1958, pub- 
lished on September 4, 1958, by the 
Bureau of Labor Statistics for use by 
department stores employing the retail 
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and Liro inventory methods, are ac- 
cepted by the Service. Rev. Rul. 58-615. 


Income from real estate transactions de- 
termined. Taxpayer had participated in 
financing many housing developments; 
he retained mortgages on the homes and 
pledged them as collateral. The court 
determines the portion of each collec- 
tion which is income. Taxpayer had con- 
tended that he was entitled to report all 
the collections as a recovery of cost, but 
the court holds otherwise, upon a find- 
ing that the contracts had an ascertain- 
able value when Willhort, 
TCM 1958-207. 


received. 


IRS will accept some accountants’ work 
sheets as permanent records. In Rev. 
Rul. 58-306 the IRS pointed out that 
the Regulations require taxpayers to 
maintain permanent auxiliary records 
reconciling differences between deprecia- 
tion reserves as shown on the books and 
as shown on tax returns and said that 
mere work sheets would not qualify. It 
now expands its interpretation to make 
it clear that certain work sheets will be 
acceptable. They must be complete, 
readily accessible, associated with the 
regular books of account and retained 
as long as material. Rev. Rul. 58-601. 


Stockholder-creditor in constructive re- 
ceipt of accrued interest. Interest ac- 
crued by a closely held corporation in 
1948 and 1949, payable to its principal 
stockholder, is constructively received by 
the latter and taxable to him in the 
years of accrual, rather than in 1950 
when received. The corporation had at 
all times a sufficient amount of cash to 
pay the interest without jeopardizing its 
financial position. Jaeger Motor Car Co., 
TCM 1958-223. 


Basis of property traced through tax- 
free exchange. Taxpayer-corporation 
was formed by three heirs of the opera- 
tor of a rented hotel. They transferred 
to taxpayer the furniture used in the 
hotel and their leasehold interest in the 
building. Their basis for these prop- 
erties was, of course, the value at the 
date of death of the decedent. Some time 
later the old lease was canceled and a 
new one written and still later the heirs 
sold their stock in taxpayer to a new 
operator. Taxpayer argued that the basis 
furniture and 
amortizing the leasehold cost should be 
their value at the time the stock was 


for depreciating the 


sold. The court holds that taxpayer's 


basis for amortization of the new lease 
was the remaining basis for the old, and 
that basis, like the basis for the furni- 
ture, was the heirs’ basis since the prop- 
erty was acquired in a tax-free exchange. 
Woodside, Inc., TCM 1958-202. 


Value of inherited remainder interest 
determined. In 1932 taxpayer had in- 
herited a one-fourth remainder interest 
in the stock of a co-operative apartment, 
carrying with it a lease to an apartment. 
After the death of the life beneficiary in 
1946, the taxpayer sold the stock. She 
claimed a loss, but the court, holding 
that taxpayer’s basis was the 1932 value, 
finds that was less than the proceeds of 
sale. It, therefore, does not reach the 
issues most argued by the parties, the 
nature of the claimed loss. Bauer, Ct. 
Cls., 12/3/58. 


Gifts made close to death are valid; no 
increase in basis. Decedent, knowing he 
had incurable cancer, 
substantially all his property to his 
children. They now argue that the gifts 
were invalid under Louisiana law and 
that their basis for the property should 
be the value at date of death. The court 
finds the decedent was sane, the gifts 


made gifts of 


were valid and there is no step-up in 
basis. Gift tax and penalties for failure 
to file gift tax returns are also assessed. 
Estate of Kelly, 31 TC No. 51. 


*Bequest of right to bargain purchase 
has no basis. The will of a client of 
taxpayer-attorney gave him the right to 
buy her home for its assessed value of 
$5,000. The actual date-of-death value 
was $10,000. 
home pursuant to this option and sold 


Taxpayer purchased the 


it for $10,000 in a short time. Taxpayer 
contended there was no gain on the 
sale because the value of the option was 
part of the basis for the home. The 
court disagrees. Whether the right is 
characterized as an option or a power 
of appointment, it is a property distinct 
from the realty; the two bases cannot 
be combined. [The result for which tax- 
payer contended is specifically applicable 
to a restricted stock option by virtue of 
a 1958 amendment to Section 421.—Ed.] 
Valleskey, DC Wisc., 12/12/58. 


1954 Code did not increase surviving 
joint tenant’s basis. Taxpayer and her 
husband had jointly owned property 
that cost them about $160,000, but was 
worth about $650,000 upon his death in 
1954. Under the 1939 Code she would 
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not be permitted to step up the basis at 
his death. However, she argues that, for 
the purpose of computing depreciation 
in years subject to the 1954 Code, this 
increase should be allowed. The Court 
holds that the 1954 Code made no 
change in the basis of property held by 
surviving joint tenants. The new rule is 
applicable to interests passing to the 
surviving tenant in years after 1954. 
Faraco, CA-4, 11/3/58. 


*Improved property is “replacement” 
for unimproved property involuntarily 
converted. Unimproved property held 
by taxpayer who planned to build ware- 
houses for rent on it was condemned, 
and the proceeds were timely invested in 
three parcels of improved realty also 
held for rental. The Tax Court held 
that the improved property was not 
“similar or related in service or use” to 
the unimproved converted property so 
as to entitle taxpayer to non-recognition 
of gain on the conversion. This court 
reverses. The use of each property is 
as rental for investment. This is a suff- 
ciently related use to meet the test of the 
statute. Steuart Bros., Inc., CA-4, 12/ 
17/58. 


Condemnation award not fer loss of 
profits; no ordinary income. Taxpayer, 
a restaurant $98,000 
from the state for his property taken 
under threat of condemnation. The 
Commissioner contended that $24,000 of 
the price was earmarked by both tax- 
payer’s appraiser and a state official as 
consideration for loss of business and 
should be separated and taxed as ordin- 
ary income. The court refuses to ap- 
portion the award.. It holds that the 
final $98,000 was a lump-sum settlement 
far below the appraiser’s valuation and 
is not to be treated after the event as the 
sum of factors which might have been 
separately stated in the settlement if the 
parties had seen fit to do so. Kendall, 
$1 TC No. 58. 


owner, received 


Parking lot not “similar” to warehouse 
property. Taxpayer owned a piece of 
industrial property, used as a parking 
lot, which was involuntarily converted. 
He used the funds to acquire control of 
a corporation owning land and indus- 
trial buildings leased for warehouse pur- 
poses. The court holds that the prop- 
erties were not “similar or related in 


service or use.” Gain on the involuntary 
conversion is, therefore, taxable. Mc- 


Caffrey, 31 TC No. 52. 
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NEW DEVELOPMENTS IN 


Tax policy & legislation 


FOR PRACTITIONERS 


Nine changes in business taxation urgently 


needed: The AICPA proposals for new law 


by ROY G. MOSHER 


The man whose responsibility is long-term tax planning must know which tax 


rules are well settled, which are in process of formation and which are still so 


confused and untried that it is dangerous to plan to use them. He supplements 


his own experience with the reports of his colleagues in the tax field. On matters 


dealing with business taxation, tax men everywhere pay particular attention to 


the criticisms of the accounting profession, and so do the tax committees in Con- 


gress. Mr. Mosher, a member of the Federal Taxation Committee of the American 


Institute of Certified Public Accountants, flags for you certain danger spots where 


a new rule is urgently needed. 


Ox OF THE primary objectives of the 
Federal Taxation Committee of the 
American Institute of Certified Public 
Accountants is to submit to Congress 
recommendations for making Federal 
tax laws simpler, more equitable and 
more in accord with business accounting 
practice. The committee periodically 
prepares pamphlets containing the rec- 
ommendations it has approved. The 
most recent “Recommendations” book- 
let was submitted to the Committee on 
Ways and Means of the House of Repre- 
sentatives on February 3, 1958, at the 
time the Technical Amendments Act of 
1958 was under consideration by the 
Ways and Means Committee.1 At the 
present time the committee is engaged 
in a further review and study of the 
Code as amended by the 1958 Act with 
a view to revision of its recommenda- 
tions and a new publication. The Feb- 
ruary 3, 1958, booklet made 251 specific 
recommendations. Developments, legisla- 
tive and otherwise, since that date have 
dealt with many of the imperfections, 
uncertainties, hardships and unintended 
consequences which were highlighted 
there. This article deals with a few of 


those recommendations that have not 


1A copy of this pamphlet may be obtained by 
writing to The American Institute of Certified 
Public Accountants, 270 Madison Avenue, New 
York 16, N. Y. 


yet been acted upon, and is confined to 
recommendations that deal with busi- 
ness taxation. 

In approaching thé task of studying 
the Federal tax laws and submitting 
recommendations for changes, the Fed- 
eral Taxation Committee has proceeded 
on the premise that the tax laws should 
be “audited” with the objectivity that 
is the badge of an independent account- 
ant in his regular audit work. Loyalty to 
clients is not the guiding principle of the 
committee in formulating its recom- 
mendations. Thus, some suggestions 
favor the Government; others favor tax- 
payers; while still others tend to cut 
both ways. 


Adopting and changing a fiscai year 
One of the most important recom- 
mendations the committee made to Con- 
gress was the proposal that the existence 
of a demonstrable natural business year 
should be accepted as ground for a 
change of taxable year. Historically, 
CPAs have urged their clients to break 
away from closing their books on New 
Year’s Eve if the calendar year is not 
their natural business year. The im- 
portance attached to the natural busi- 
ness year by the accounting profession 
is pointed up by the fact that the Ameri- 
can Institute has a Natural Business 


Year Committee which works continu. 
ously to determine the natural business 
year of various industries and from time 
to time publishes its findings and sugges. 
tions. The natural business year can be 
defined very simply as the fiscal year 
ending at the annual low point of busi- 
ness activity, or at the conclusion of a 
season. Inventories should be taken 
then when quantities are lowest and 
when employees are least busy. The in- 
come statement then shows the results 
of operations for an actual cycle of busi- 
ness, rather than a mixture of the end 
of one season and the beginning of an- 
other. There are many other arguments 
dictating recognition of the natural 
business year, with which all accountants 
are quite familiar. The committee urges 
the use of a natural business year as fur- 
nishing a more realistic picture of op- 
erations. 

In order to obtain permission for a 
change of accounting period, a taxpayer 
must establish a substantial business pur- 
pose. But, in examining the taxpayer's 
business purpose, the Regulations place 
unnecessary stress on tax consequences, 
Ordinarily permission will not be 
granted for a change of accounting 
period which results in a shift in income 
or deductions so as to cause a substan- 
tial reduction in tax liability. Further- 
more, a change will not be approved if 
there is a loss for the interim period 
between the two taxable years. 

Because of this narrow position, tax- 
payers are unable to establish the nat- 
ural business year as a substantial busi- 
ness purpose in itself. Accordingly, the 
committee favors ‘statutory recognition 
that a demonstrable natural business 
year, in and of itself, is a valid basis for 
a change of taxable year. 

Similarly, Recommendation No. 179 
urges that a free choice of fiscal years be 
permitted for new partnerships none of 
whose members is a partnership, a trust 
or a corporation. Present law requires 
that the taxable year of a new partner- 
ship and its principal partners be the 
same unless a substantial business pur- 
pose can be shown for using a different 
year. The Regulations indicate that the 
desire to use a natural business year 
may be a sufficient purpose. However, in 
order to use the natural business year, 
it is necessary for a new partnership to 
obtain prior permission from the Com- 
missioner. 

In view of the importance to taxpayers 
of using the natural business year, the 
CPA Committee suggests that a new 
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partnership should be permitted to 
adopt such a year without first obtain- 
ing permission. It is recognized that 
there will be some lag in the reporting 
of income for tax purposes whenever the 
taxable year of a partnership differs 
from the taxable years of the partners. 
The Advisory Group on Subchapter K 
was unable to choose between allowing 
free choice of fiscai years and blocking 
the lag in reporting income. It refrained 
from making any recommendation for 
change on this point. 

The CPAs’ committee felt that small 
business partnerships, because of the 
harsh rule in the law, are frequently dis- 
couraged from requesting permission to 
adopt a natural business year. They sug- 
gest that new partnerships be given a 
free choice of fiscal year. They believe 
that any lag in reporting income may 
be kept within reasonable bounds by 
limiting the choice to a new partnership 
which does not have another partner- 
ship, a trust, or a corporation as a mem- 
ber. 


Expense reserves 


Recommendation No. 150 says that 
“specified expense reserves should be 
deductions and _ specified 
items of prepaid income should be per- 
mitted to be deferred, with due regard 
to the transitional problems.” 

When Sections 452 and 462 were in- 
cluded in the 1954 Code, it was gen- 
erally recognized that the primary pur- 
pose was to eliminate many of the exist- 
ing differences between tax accounting 
and generally accepted accounting prin- 
ciples. When it appeared that the rev- 
enue loss from these sections had been 
underestimated, they were repealed. 

At that time the Senate Finance Com- 
mittee Report indicated that there 
would be new legislation to permit the 
deduction of specified expense reserves 
and the deferral of specified items of 
prepaid income. The Institute Commit- 
tee continues to urge prompt enactment 
of such legislation. It recommends that 
proper regard be given to changeover 
problems to limit the loss of revenue. 
But some action is deemed necessary. 

The very fact that the CPAs refer to 
transitional problems in their statement 
is indicative of the tremendous impor- 
tance attached to the ultimate reinstate- 
ment of these principles in the Tax 
Code. There was substantial sentiment 
in the committee for flatly championing 
the return to proper accounting princi- 
ples represented by Sections 452 and 


allowed as 


462. The realists on the committee pre- 
vailed, however, and it was decided that 
a compromise approach would be pre- 
ferable. It was felt that the important 
thing was to have the principles ulti- 
mately recognized in the law,-regardless 
of how that recognition was attained. 
The committee anticipates that the tran- 
sitional problems need be only that— 
transitional and temporary—and eventu- 
ally an unqualified return to the prin- 
ciples of Sections 452 and 462 can be 
accomplished. 


Guaranteed bad debts 


Recommendation No. 25 urges that a 
lender and a guarantor be permitted to 
treat bad debts alike. Section 166 (f), 
new in the 1954 Code, permits an or- 
dinary deduction by an_ individual 
guarantor of a non-corporate borrower 
who uses the proceeds in his business, 
for any payment in discharge of his ob- 
ligation as a guarantor. On the other 
hand, if the taxpayer lends the money 
directly to the businessman and the debt 
becomes worthless, his deduction is 
limited by the “non-business debt” pro- 
visions of the Code and it would be 
treated as a short-term capital loss. It 
is difficult to understand the logic of 
this. Recommendation to change this 
rule has been made repeatedly by the 
accountants’ committee ever since the 
passage of the 1954 Code. Adoption of 
this recommendation would virtually 
eliminate from the Code the distinction 
between bad debts incurred in the tax- 
payer’s trade or business and those in- 
curred in making loans to be used in the 
borrower’s trade or business. The ac- 
countant’s favor such an elimination. 


Amortizing intangibles 

Recommendation No. 26 deals with 
intangible assets which are presently not 
subject to amortization under the Code. 
It says, “Goodwill, trademarks, trade 
names, secret processes and formulas and 
other like intangibles should be amortiz- 
able over a stated period to be fixed by 
statute or over a demonstrable useful 
life, whichever is less, to the extent such 
items are not otherwise treated under 
other sections of the Code.” 

Adopting this recommendation would 
extend the principles applied to research 
and experimental expenditures, and to 
trademark and trade name expenditures. 
It is also, of course, a move in the direc- 
tion of reconciling tax accounting with 
generally accepted accounting principles. 
Accounting Research Bulletin No. 43 
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[Roy G. Mosher is a partner in the firm 
of Peat, Marwick, Mitchell & Co., at 
St. Louis, Mo. and a member of the 
Federal Taxation Committee of the 
AICPA. This article has been adapted 
from his talk at the 22nd Annual Tax 
Clinic, Wisconsin Society of CPAs.} 
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issued by the Committee on Accounting 
Procedure of the AICPA provides that, 
when it becomes reasonably evident that 
the term of existence of this type of in- 
tangible has become limited, its cost 
should be amortized by systematic 
charges in the income statement. Tax- 
payers are understandably reluctant to 
reduce income by this type of amortiza- 
tion charge which is not allowable as a 
deduction for tax purposes. The Insti- 
tute Committee believes that a tax de- 
duction should be permitted. 


Preliminary investigation expense 


Recommendation No. 44 urges the de- 
ductibility of expenditures in prelimin- 
ary investigations of business opportuni- 
ties. The IRS disagrees. Rev. Rul. 57-418 
holds that expenses of investigating busi- 
ness opportunities are deductible only 
if the business is actually entered into 
and then abandoned. The theory behind 
the ruling is that there has been no 
“transaction entered into for profit” un- 
less the taxpayer actually enters into 
the business after investigating it. This 
is too fine a distinction for the com- 
mittee. It is their position that such ex- 
penditures should be deductible for tax 
purposes. Certainly the narrow distinc- 
tion relied on in this ruling cannot be 
considered an aid to inducement of 
venture capital into industry, although 
taxpayers are constantly being reminded 
of the need to entice such capital out of 
hiding places. This amendment to the 
tax laws would be a fine place to make a 
start. 


Intercorporate dividends 


It is the committee’s position that the 
deduction for intercorporate dividends 
should be 100%, rather than 85% as 
under present law. One of the purposes 
of this recommendation is the removal 
of the awkward “notch” situation which 
now exists in the Code by reason of the 
interaction of Section 246(b) and Sec- 
tion 172 dealing with net operating 
losses. Immediately following the pas- 
sage of the 1954 Code, various tax 


writers pointed out the obvious inequity 
generated by the interaction of the 
85% dividends-received credit and the 
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net operating loss deduction. A differ- 
ence of one dollar in income can easily 
make a difference of many thousands of 
dollars in tax liability. The American 
Bar Association’s recommendations also 
deal specifically with this situation. To 
date Congress has not seen fit to correct 
this inequity. Until it does, this will un- 
doubtedly continue to be included in 
the committee’s list. 


Organization expenses 


The 1954 Code for the first time pro- 
vided for the optional amortization of 
organization expenditures. Prior to that 
time such expenditures had to be capi- 
talized and could be deducted only when 
the corporation was dissolved and liqui- 
dated. The committee feels that this pro- 
vision was a step in the right direction, 
but that it is still too restrictive. Accord- 
ingly, it is suggested that the deduction 
should be expanded to include reorgan- 
ization, and stock 


registration listing 


costs. Included as reorganization ex- 
penses would be the costs of stock divi- 
stock Due the 
similarity of these expenditures, it is 


difficult to justify limitation of the de- 


dends, splits, etc. to 


duction to costs of organizing a new 
corporation. 


Deferred compensation 


In the field of deferred compensation, 
the number of 
portant proposals. One of these, No. 139, 


committee made a im- 
is very important to all practicing CPAs. 
It states simply that provision should be 
fo! 


people along the lines of the Jenkins- 


made retirement of self-employed 
Keogh bill. Most practitioners are aware 
that the bill was approved by the House, 
but never came to a vote in the Senate 


because of the failure of the Senate 
Finance Committee to report the bill. 
The importance attached by the ac- 


counting profession to this legislation is 
shown by the participation of members 
of the Institute on a joint committee 
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with other professional groups dedicated 
to its acceptance.. That the bill came 
close to passage is a tribute to the effec- 
tiveness of this committee. Plans have 
been formulated to have similar legisla- 
tion introduced into the 86th Congress, 
and renewed effort will be exerted to 
have this bill again passed by the House 
and favorably considered by the Senate. 

Recommendation No. 140 asks that 
there be a positive statement of the gen- 
eral rule governing the treatment of de- 
ferred compensation. The Committee 
that deferred compensation 
should be deductible by the employer 
and taxable to the employee only when 
actually paid. The biggest problem in 
drafting a non-qualified deferred com- 
pensation plan today is making certain 
that the employee will not be held to 


believes 


be in receipt of taxable income prior to 
the actual payment to him. Practically 
all individuals report income on the 
cash basis and, to make sure that court 
decisions in this area will not depart 
from the fundamental concepts of cash- 
basis accounting, the committee urges 
that the Code spell out the time when 
deferred compensation will be taxable 
to the recipient and deductible by the 
employer. 

Along these same lines, Recommenda- 
tion No. 144 is to the effect that, if a 
contribution to a non-qualified plan was 
not deductible because the interests of 
the members were forfeitable when the 
contribution was made, deduction 
the contribution should be allowed 


for 
to 
the employer in the year when benefits 
are distributed. The purpose of this pro- 
vision is, of course, to insure that the 
employer does not lose forever a tax de- 
duction for amounts paid into a welfare 
plan for these employees simply because 
the plan was non-qualified when the 
contribution was made. It would seem 
that postponement of the deduction 
until such time as payments were ac- 
tually made to the recipient should be 
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relatively little public attention has 
been its recommenda- 
tions. The CPAs feel that their work 
with the technical substance 
clients’ operations gives them a 
unique opportunity to observe the 
actual workings of the tax law and 
Regulations in practice. It is upon 
the basis of this experience that the 
AICPA offers tax recommendations. 
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detriment enough without requiring log 
of the deduction completely. 


Capital loss carryback 


Recommendation No. 195 deals with 
Section 1212 of the Code and asks that 
a two-year carryback for capital losses 
be allowed, just as in the case of net 
operating losses. At the present time 
capital losses can be carried forward, but 
no carryback is provided. There does 
not seem to be a valid basis for this dis. 
tinction. Now that the net operating 
loss carryback has been extended to 
three years by the 1958 Act, the Com. 
mittee will probably similarly revise this 
recommendation to ask for three years, 
rather than two, for the carryback. 


Conclusion 


Although the recommendations of the 
Institute Federal Committee 
deal for the most part with specific tax 
law changes, the foreword to the booklet 
containing these recommendations con- 


Taxation 


tains a reference to much broader ques. 
tions of tax policy. In the foreword it is 
pointed out that there are many areas 
which can be studied only by a re-exam- 
ination of the underlying philosophy of 
significant provisions in the Code. Such 
areas include: capital gains and _ losses, 
gains and losses on the disposition of 
business property, contributions in kind, 
tax-exempt income, tax-exempt organiza- 
tions, fringe benefits, personal deduc- 
tions, etc. For the last 15 years, at least, 
the Institute has had on record a recom- 
mendation for the appointment of an 
independent commission to review the 
entire tax structure. The recently ap- 
pointed advisory groups are doing a fine 
job, but the CPAs believe more funda- 
mental study is needed. As stated in the 
booklet, ““The ever-growing complexity 
and size of our revenue system make im- 
perative the appointment of a commis- 
sion, representing all segments of the 
economy, to study the entire tax struc 
ture and to aid Congress in developing 
a truly new tax law.” It goes without 
saying that the accounting profession 
stands ready to join other groups in con- 
tributing to the success of such a com- 
Much 
how such a commission should be con- 
stituted and operate. The Institute Com- 
mittee envisions members with no re- 
strictions imposed upon their function- 
ing and not confronted with time sched- 
ules. Their sole objective should be to 
develop a specific outline of an equit- 
able tax statute. bs 
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CORPORATE & PERSONAL PROBLEMS IN 


speiathimeye compensation 


EDITED BY JOHN P. ALLISON, LL.B. 





How to build tax protection into an 


insured deferred compensation contract 


by JAMES F. THORNBURG 


Insuring a deferred compensation plan brings not only the safety and stability 


so attractive to the executive deferring his pay, but also a major tax problem—how 


to make sure that the executive’s economic benefit is not so great and so certain 


as to make him taxable currently. Here is practical advice on the hazards in these 


plans and how best to protect the executive and employer, put by Mr. Thornburg 


in the form of questions and answers about a typical situation. 


| pone S. TAXPAYER, aged 52, is chief 
executive of Incentive, Inc., na- 
tionally known manufacturer, the stock 
of which is traded publicly. He owns 
less than 3% of the issued voting stock 
and does not enjoy practical control. 
Taxpayer's present, current compensa- 
tion is $65,000 per annum, consisting of 
$40,000 of basic salary and a_ bonus 
which has averaged $25,000 per year. 
There is no contract for Taxpayer's con- 
tinued employment with Incentive at 
this time. Incentive deems it advisable 
to secure the continued executive talent 
of Taxpayer. Incentive is willing to pay 
Taxpayer an additional $20,000 per 
year, but by reason of the impact of 
Federal net income tax, the additional 
compensation is of little interest to Tax- 
payer. 

A deferred compensation program is 
suggested to Incentive by its insurance 
adviser. Under the suggested program, 
Incentive, Inc. will obtain insurance on 
Taxpayer's life, with waiver of premium 
and guaranteed optional settlements, in- 
cluding a “ten years certain and there- 
after for Taxpayer's life” option. A 
paid-up life plan at age 65 is recom- 
mended. The suggested program em- 
braces: 

1. An employment contract for Tax- 
payer’s services until age 65 and a 
“standby” commitment to render con- 
sultative services to Incentive, Inc. for 
life. 

2. The payment of death benefits 
equal to three years’ compensation 
($195,000) in the event of taxpayer's 


demise before attaining the age of 65. 

3. The payment of permanent dis 
ability benefits, as defined in the insur- 
ance contract, for disablement prior to 
age 65 in an amount equal to the 
premium which would have been paid 
by Incentive in the absence of the 
waiver-of-premium clause, and a “pick- 
up” of consultative benefits at age 65 
for life, notwithstanding disability. 

4. The payment of annual amounts 
to Taxpayer equal to twice the payments 
to be received by Incentive through 
annuitizing the cash surrender value of 
the life insurance at attained age 65 on 
a “10-year-certain-and-for-life” basis. 

5. The continuation of the consulta- 
tive benefits to the end of the 10-year 
period, or the payment of the commuted 
value thereof-in the event of Taxpayer's 
demise after age 65, but before the lapse 
of 10 years. 


Economic benefit 

Incentive’s board of directors will 
adopt the plan if, but only if, it can be 
assured that the plan will not cost the 
corporation more than the cost of a 
$20,000 increase in current salary for 
Taxpayer projected to age 65. A meeting 
of the advisers of Incentive and Tax- 
payer is called for the purpose of con- 
sidering the tax and legal problems of 
the proposed program. A number of 
questions are asked by Incentive’s execu- 
tive committee and Taxpayer's counsel. 

1. Has the IRS formally acquiesced in 
the famous Oates case? 

No. You will recall the vigor and in- 
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sistence with which the Commissioner 
pursued the Oates case through the Tax 
Court to the Seventh Circuit. (Oates, 18 
TC 570, aff'd. 207 F.2d 711, 7th Cir., 
1953). Did it strike you as being extra- 
ordinary that the Commissioner failed to 
petition for certiorari to the United 
States Supreme Court in this case? The 
Commissioner, of course, had publicly 
expressed his non-acquiescence in the de- 
cision. How is it then that a tax battle 
of tactical import should have dis- 
appeared unnoticed from the arena? 
The fact is that the Commissioner has 
abandoned his position, withdrawn his 
non-acquiescence privately and, in effect, 
instructed his agents to adhere to the de- 
cision. This withdrawal of non-acquies- 
cence has not been published for the 
information of taxpayers. The Commis- 
sioner’s reasons for maintaining privacy 
in a matter of public interest are best 
known to the Treasury. However, one 
cannot help but speculate that public 
access to such knowledge would greatly 
stimulate the abundant application of 
deferred compensation principles. 

2. Does Taxpayer's “cash basis” of re- 
porting income completely immunize 
him against current tax liability which 
might be imposed under the “economic 
benefit” theory? 

No. The economic benefit theory con- 
ceives that a taxpayer derives current 
taxable property, tangible or intangible, 
of value, even though such property 
rights are not or cannot be translated 
into monetary terms at the time when 
the economic benefit arises. Many deci- 
sions have revealed that a cash-basis tax- 
payer need not receive money, as such, 
in order to find himself a victim of cur- 
rent taxation. Examples are to be found 
in the cases involving bargain purchases 
by an employee of his employer's stock, 
whereunder the spread of the bargain is 
currently taxed notwithstanding a fail- 
ure to realize immediate monetary bene- 
fits. Unrestricted stock options, taxable 
at the time of the exercise of the option 
to the extent of the difference between 
option price and market, tender an addi- 
tional illustration of taxable “economic 
benefits” in which monetary realization 
of the economic advantage is postponed. 
Therefore, the mere fact that a taxpayer 
reports on a “cash basis” does not of 
itself completely immunize the taxpayer 
in deferred compensation cases. 

However, a cash-basis taxpayer does 
not normally suffer immediate tax liabil- 
ity if the economic benefits accruing to 
him cannot be measured in the market 
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{Mr. Thornburg practices law in South 
Bend, Indiana. His firm is Seebirt, Oare, 
Deahl & Thornburg. This article has 
been adapted from a recent talk by him 
before the Million Dollar Round Table 
of the National Association of Life 
Underwriters.] 





place and are not a subject of normal 
barter, sale or exchange. A basic deci- 
sion enunciating this principle is Bedell, 
80 F.2d 622 (2nd Cir. 1929). The case 
involved a sale of real property in one 
year with a portion of the purchase 
price escrowed, and a realization of the 
sale price by the seller in the succeed- 
ing taxable year. The Commissioner de- 
termined that tax liability was incurred 
in the year of sale, rather than in the 
succeeding year when the proceeds were 
realized. The court, in holding for the 
taxpayer, spoke prophetic words of kind- 
ness which have echoed and reechoed 
above the sound and fury of deferred 
compensation. Judge Learned Hand un- 
hesitatingly said: “Of course, it is true 
that an obligation, even a conditional 
obligation, is in some sense property, 
and, like anything else that can be trans- 
ferred, may be said to have a value, but 
nevertheless made in ex- 
change for title, and will never be made 
if it is not conveyed. To speak of the 
profit as resulting because its amount 
can be presently ascertained, though per- 
formance remains uncertain, seems to 


payment is 


us a perversion of language... . 

“If a company sells out its plant for 
a negotiable bond issue payable in the 
future, the profit may be determined 
by the present market value of the 
bonds. But if land or a chattel is sold, 
and title passes merely upon a promise 
to pay money at some future date, to 
speak of the promise as property ex- 
changed for the title appears to us a 
strained use of language when calculat- 
ing profits under the income tax.” 

To like effect are the following de- 
cisions: Nitterhouse 207 F.2d 618 (3rd 
Cir. 1953), cert. den. 98 L. Ed. 1091; 
Perry, 152 F.2d 183 (8th Cir., 1945); 
Johnston, 14 TC 560 (1950). In the case 
of Ennis, 17 TC 465 (1951), the court 
stated, while quoting from earlier deci- 
sions, as follows: “. . . in the case of one 
reporting income on the receipts and 
disbursements basis, only cash or its 
equivalent ‘income.’ This 
basic rule has been consistently followed. 
. .. In determining what obligations are 
the ‘equivalent of cash,’ the requirement 
has always been that the obligation, like 


constitutes 
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money, be freely and easily negotiable 
so that it readily passes from hand to 
hand in commerce. . . . In the case be- 
fore us the promise to pay was merely 
contractual; it was not embodied in a 
note or other evidence of indebtedness 
possessing the element of negotiability 
and freely transferable. . We con- 
clude, therefore, that the contractual 
obligation was not the ‘equivalent of 
CM 5K 

However, does this rule pertaining to 
the sale of property interests apply with 
equal force to the sale of services, i.e., 
deferred compensation? The United 
States Tax Court has found that it does. 
In the case of Wolfe, 8 TC 689 (1947), 
aff'd. 170 F.2d 73 (9th Cir. 1948), cert. 
den. 336 U.S. 914, the court held that 
a naked contractual promise to pay a 
private annuity to a former employee 
of the promisor or its predecessor in in- 
terest did not result in the commuted 
value of such private annuity’s being 
taxable to the employee in the year in 
which the promise of the annuity be- 
came effective. Judge Disney, speaking 
for the entire Tax Court, held: “The 
contract .. . was, in effect, a mere agree- 
ment, in written form, to carry out the 
previous arrangement (for retirement), 
an agreement under which petitioner 
had worked, and to pay additional com- 
pensation therefor. It was in no or- 
dinary negotiable or assignable form, 
though we rely on that fact only as in- 
dicative of the intention of the parties. 
In our opinion, this is not the class of 
contract taxable at value to the re- 
cipient.” The principles of deferred 
compensation are deeply imbedded in 
these decisions. 

3. Should Taxpayer have the right to 
nominate a beneficiary under the insur- 
ance contract? 

No. If Taxpayer is entitled to nom- 
inate a beneficiary under an insurance 
contract carried by the employer, the 
employee is immediately exposed to tax 
liability in an amount equal to the value 
of the premiums paid by the employer. 
Bonwit, 87 F.2d 764 (2nd Cir., 1937) cert. 
den. 302 U.S. 694. The recent and dis- 
turbing decision of the U. S. Tax Court 
in the case of Prunier 28 TC 19, rev'd. 
248 F.2d 818 (Ist Cir. 1958), clearly il- 
lustrates the advisability of prohibiting 
the employee from designating benefi- 
ciaries under insurance on the em- 
ployee’s life. If the employee merely has 
the contractual right to nominate bene- 
ficiaries for post mortem benefits, as 
opposed to the right to name a benc- 


ficiary under the funding insurance cop. 
tract, it would appear that the employe 
is not currently taxable. Rev. Rul. 55 
713, CB 1955-2, 23. 

4. As an economic protection for Tax. 
payer, should the insurance policy be 
placed in trust for Taxpayer and his 
beneficiaries? 

No. This type of economic, indefeas 
ible right will definitely result in current 
taxation to the employee of an amount 
equal to the premiums paid by or into 
the trust. Sproull, 16 TC 244 (1951), 
aff'd. 194 F.2d 541 (6th Cir., 1952). Also 
see Kuehner 20 TC 875 (1953), Me 
Ewen, 6 TC 1018 (1946). In this in. 
stance, the employee becomes vested 
with a substantial, irrevocable and in- 
defeasible property interest, a substan. 
tive property right of greater certainty 
and value than a mere contractual ob. 
ligation to pay money in the future, 
Section 402(b) clearly renders contribu- 
tions to such a trust currently taxable to 
the employee under a _ non-qualified 
plan. 

5. Should the employment contract 
expressly require Incentive to pay pre- 
miums on the insurance and use the in- 
surance benefits only in the performance 
of its obligations to Taxpayer under the 
employment-contract? 

No. Again, in this instance, the ear- 
marking or the funding 
medium deprives the employee of his 
substantive defense of “mere contractual 
obligation.” See Kuehner, supra, in 
Question 4. If an annuity contract has 
been transferred to an employee to as- 
sure him of his retirement income, the 
value of the annuity at the date of 
transfer to the employee is taxable in 
lump sum as ordinary income to the 
employee. Morse, 17 TC 1244, 202 F.2d 
69; Rev. Rul. 55-691, 1955-2 CB, 22; 
Deupree, 1 TC 113, 1942; Hackett, 159 
F.2d 121 (1st Cir., 1946); Freeman, 4 TC 
582 (1945); Oberwinder, 147 F.2d 255 
(8th Cir., 1945). The 1954 Code, Section 
403(b), expressly renders an annuity is- 
sued by an insurance company taxable 
to an employee if the employee's rights 
in the insurance contract are 
feitable. Regulations Section 


1(a). 


escrow of 


non-for- 
1.403(b)- 


Protective provisions 

6. Do any of the following devices 
provide a defense against a charge that 
Taxpayer receives current income on ac- 
count of premium payments by Incen- 
tive: 

a. A commitment to provide reason- 
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able consultative services for life be- 
ginning at age 65 at Incentive’s request? 
Yes. If a provision calling for consulta- 
tive service or “standby” consultative 
service has provable potential benefits 
to the employer, such a provision tends 
to avoid the necessity for using the de- 
fenses previously discussed since the em- 
ployee will “earn out” his annual com- 
pensation in future years. In effect, it 
becomes payment for deferred services 
rather than deferred payment for cur- 
rent services. 

b. A clause requiring Taxpayer's good 
deportment? 

Yes. The value of a “deportment 
clause” may be seriously questioned. At 
most, it is but incidental to the consulta- 
tive services sought to be acquired. How- 
ever, it is not an uncommon provision in 
employment contracts generally and, 
therefore, may have its rightful place in 
a typical deferred compensation contract 
involving a consultative provision. It 
represents yet another hurdle for the 
Government to surmount. 

c. An agreement not to compete with 
Incentive while receiving consultative 
benefits? 

Yes. When coupled with the consulta- 
tive provision, this clause is of real eco- 
nomic benefit to the employer. Again, a 
negative covenant against competitive 
activity tenders a post-retirement bene- 
fit in exchange for post-retirement com- 
pensation. It is considered a substantial 
basis of defense against current tax 
liability. 

d. A provision forbidding Taxpayer's 
anticipating, assigning, selling or hy- 
pothecating his interest in the contract? 

Yes. This provision does not assure 
freedom from current tax liability in re- 
spect of the present value of the de- 
ferred compensation payments to be 
made in the future. Morse, supra. Yet a 
prohibition against assignment tends to 
negative current value. Hf the obligations 
of the employer are funded by insur- 
ance, such a provision tends to separate 
the funding from the contractual com- 
mitments. Although probably not defini- 
tive of itself, such a clause is, neverthe- 
less, a persuasive argument against the 
application of the economic benefit 
theory. 

e. A making all benefits 
(death, disability and consultative) to be 
contingent upon and subject to scaling 
downward in accordance with Taxpay- 
er’s extraneous income? 

No. Although a provision of this type 
occasionally has been recommended, it 


provision 


is of doubtful worth. True, it may ren- 
der the benefits uncertain and, to that 
extent, incapable of present ascertain- 
ment, yet the amount of the employee’s 
extraneous income may be a factor 
within his own control, thereby subject- 
ing him to the argument of constructive 
receipt. 

f. A provision causing all benefits 
(death, disability and consultative) to be 
contingent upon and subject to scaling 
downward with decreases in the earnings 
of Incentive? 

Yes. Although a clause of this type 
may impair, in part or in whole, the 
employee’s economic security to be de- 
rived from the deferred compensation 
contract, nevertheless such a provision 
by the same token renders the benefits 
currently uncertain and defeasible. 
Whenever benefits are forfeitable, it 
seems clear that current income tax 
liability cannot accrue. Even if property 
interests are earmarked or entrusted for 
the benefit of an employee, such contri- 
butions are not currently taxable to the 
employee if his rights are forfeitable. 
Code Sections 402(b) and 403(b). There- 
fore, mere contractual provisions which 
are subject to forfeiture certainly should 
be free from the imposition of current 
income liability. 

g. The amount of the benefits is 
rendered indefinite by reason of a “stop- 
loss’ clause in favor of Incentive which 
would limit the benefits payable to an 
amount equal to the net cost to In- 
centive after taxes, had Incentive paid 
an amount equal to the premiums as 
current annual salary? 

Yes. This type of clause is similar in 
its effect upon the employee to that dis- 
cussed at f. above. Of course, and unless 
taxes reach a 100% level, the ultimate 
benefits would not be rendered com- 
pletely forfeitable, but rather only par- 
tially forfeitable. Nevertheless, in a given 
year during the executive’s employment, 
it would be impossible to ascertain the 
applicable level of tax which will affect 
ultimate retirement benefits and hence 
it is believed that this type of clause is 
equally effective as.that suggested at f. 
and accordingly may be used in substitu- 
tion for that: considered at f. 

h. A life annuity for Taxpayer, as op- 
posed to an annuity for a specified time, 
cannot be evaluated and therefore the 
otherwise taxable commuted value is 
rendered unascertainable and non-tax- 
able? 

Yes. The decisions have consistently 
held that a private life annuity, as dis- 
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tinguished from a life annuity issued by 
an insurance company, has no fair mar- 
ket value and, therefore, no gain or loss 
can be realized at the time when a 
private annuity becomes the subject of 
contract. See Rabkin & Johnson, Federal 
Income, Gift and Estate Taxation, vol- 
ume 3, section 63.07; Ware, 159 F.2d 
542; Cann, 174 F.2d 357; Hill v. Molony, 
58 F. Supp. 164; Hommel, 7 TC 992. 
Also refer to the case of Wolfe, supra. 
Thus there appears to be an entirely 
separate and independent defense to be 
gleaned from the use of a _ private 
promise of a life annuity. Unless this 
consistent line of authority is overruled, 
it constitutes a complete defense. Of 
course, the Commissioner may attempt 
to show an implied relationship between 
the funding medium of a life insurance 
or annuity contract and the private con- 
tract of deferred compensation. It, there- 
fore, is imperative that the deferred com- 
pensation contract expressly negative 
any rights in and to insurance or annuity 
contracts or other funding medium 
adopted by the employer. The employer 
should reserve the right to fund or dis- 
continue funding without the consent 
of the employee. 

7. Will partial vesting upon severance 
of employment cause the amount vested 
to be includible in Taxpayer's income: 

a. For the in which vesting 
occurs? 

Yes. Tax liability will ensue in the 
year in which vesting occurs (subject to 
the remarks made at b. below). 

b. For a year prior to actual vesting 
when Taxpayer could have invoked the 
investiture through voluntary severance? 

Yes. If the employee has the capacity 
to invoke complete and final vestiture, 
then the employee exposes himself to 
the doctrine of constructive receipt, 
“. . . which dictates that income placed 
at the disposal of a cash-basis taxpayer 
is taxable to him even though he elects 
to postpone its actual receipt.” See vol- 
ume 15 Institute on Federal Taxation, 
1957, New York University, “Deferred 
Compensation Plans” by Thomas V. 
Lefevre. 

c. Would the same results obtain if, 
after tentative vesting, the payment of 
benefits is contractually postponed until 
age 65 and is subject to the same de- 
fenses which you have adopted under 
question 6? 

No. Especially in the case of a younger 
man who may not wish to commit him- 
self to 25 to 40 years of employment in 
advance, a provision for vestiture, sub- 
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ject to a condition subsequent invoking 
divestiture, is helpful. Some contracts 
provide that the employee, even though 
employment is severed, shall be entitled 
at his normal retirement date to 
amount of reduced consultative benefits 
equal to that which would be obtainable 


an 


by annuitizing the cash surrender value 
of insurance carried by his employer 
as of the date of employment severance. 
Assuming that the benefits are subject to 
divestiture on account of competition 
experienced after severance but prior to 
age 65 and the contract employs the de- 
fenses recommended in the discussion at 
Question 6, it is believed that partial 
vestiture provisions will not impair the 
effectiveness of a deferred compensa- 
tion program from a tax standpoint. 

8. Assuming the annual premium cost 
is not includible in Taxpayer’s income 
in each year of payment, will the com- 
muted value of his post-65 benefits be 
taxable as income to Taxpayer in a 
lump sum on reaching age 65? 

No. The answer to this question is 
“No” only if the defenses recommended 
in the discussion incidental to Question 
6 are invoked. If the rights of the em- 
ployees become non-forfeitable at retire- 
ment age, then the commuted fair mar- 
ket value of the benefits is likely to be 
subject to tax at that time. Of course, if 
the benefits cannot be evaluated with 
sufficient certainty to invoke the tax 
liability immediately, then the fact of 
vestiture would not in itself be deleter- 
ious. Caution insists, however, that care- 


fully drawn deferred compensation 
agreements provide for at least some of 
the defenses recommended at Question 
6 and accordingly refrain from relying 


solely upon the doctrine of unascertain- 
able value. 


Employer’s receipts and deductions 


9. Are the annual insurance premiums 
deductible by Incentive in computing 
its net income taxes: 

a. If Taxpayer's rights in the cash 
value or insurance benefits are non-for- 
feitable? 

Yes. It is of extreme interest that the 
1954 Code takes recognition of non- 
qualified deferred payment plans. Sec- 
tion 404(a); Regulation 1.404(a)-1. The 
Regulation states that Section 404 gov- 
erns deductibility in respect of “any 
plan of deferred compensation.” It also 
states that this section “governs deducti- 
bility of unfunded pensions and death 
benefits paid directly to former em- 
ployees or their beneficiaries.” The very 
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fact that the Code recognizes the exist- 
ence of deferred compensation would 
seem to lend credence to the basic doc- 
trine applied in the Oates case. See also 
Oates case supra. See also Weathers, 12 
TCM 314, 1953; Veit, 8 TC 809 (1947); 
Fleming, 241 F.2d 78 (5th Cir., 1957). 

Code Section 404(a)(5) provides that, 
if contributions are paid under a plan 
deferring the receipt of compensation 
by an employee, the same shall be de- 
ductible “in the taxable year when paid 
... (if the plan is not a qualified plan) 
if the employee’s rights to or derived 
from such employer's contribution or 
such compensation are non-forfeitable at 
the time the contribution or compensa- 
tion is paid.” It is thus apparent that if, 
at the time a payment is made by an 
employer, the payment is non-forfeitable 
and vested in the employee or former 
employee, a deduction is available. 

b. If Taxpayer's rights are contingent 
and forfeitable? 

No. The insurance premiums are not 
deductible in such instance since the in- 
surance, in essence, is key-man insurance 
for the benefit of the employer. 

c. If the annual premium amount is 
contributed non-qualified 
which owns and holds the policy, and 
Taxpayer's rights are forfeitable? 

No. In such instance the taxpayer 
cannot have a deduction in the year of 
payment because the employee’s rights 
are forfeitable. Moreover, the employer 
will never get a deduction in this in- 
stance since, pursuant to Section 404(a) 
(5), the year of payment and the year of 
non-forfeitability must coincide. There- 
fore, when the trust makes a payment to 
the retired employee or his beneficiaries, 
there will be no deduction available to 
the employer. See Regulation 1.404(a)- 
12. 

10. Are the amounts paid for standby 
consultative service deductible by In- 
centive when paid: 

a. If paid directly to Taxpayer? 

Yes. Since the insurance represents a 
mere funding medium of the employer's 
choice and the employee has no rights 
in respect thereof, the year of payment 
of insurance premiums has no relation- 
ship to Section 404(a)(5), although the 
Commissioner may well attempt to de- 
prive deductions on the theory that the 
insurance and the contract are ‘insepar- 
ably related by implication. If the Com- 
missioner should be successful in this 
approach, the use of insurance and an- 
nuities in the funding of deferred com- 
pensation contracts will have been ren- 


to a trust 


dered obsolete. However, it is not to be 
supposed that such result will ensue, 
Since the employer pays the benefits di. 
rectly to the employee or his benefic- 
aries, it seems clear that the year of 
payment and the year of vestiture co. 
incide, since the amount paid becomes 
vested in the employee upon payment. 

11. Can the consultative benefits equal 
approximately twice the amounts te 
ceived by Incentive from the insurer 
upon annuitizing the cash surrender 
value at age 65? 

Yes. Assuming the corporate employer 
is in the 52% bracket, he will, of course, 
deduct as expense for income tax pur 
poses the payments made to the former 
employee. Thus it would be possible to 
pay approximately twice the amount of 
the annuitized receipts to the employer 
arising from the Conversion of the cash 
surrender value to his annuity basis. The 
cash flow of receipts and disbursements 
to the employer would remain approxi- 
mately constant. 

12. And yet be considered as being 
fully funded? 

Yes. It would be fair to state that the 
program is fully funded in such in- 
stance in that the receipts to the em- 
ployer from the annuitization of the in- 
surance contract would equal his dis- 
bursements, giving due regard to the 
tax which would have been paid in the 
absence of a payment to the former em- 
ployee equal to about twice the amount 
of the annuity received by employee. 
This is true, however, only if the con- 
tract with the former employee contains 
a ‘stop-loss” clause whereby his benefits 
would be scaled down to the amount of 
the annuity in the event of a loss year. 

13. Is it necessary to have a “stop-loss” 
clause to protect Incentive in such in- 
stance? 

Yes. A “stop-loss” clause is essential 
if the employer wishes (1) to keep the 
costs of the program equal to his costs 
if an amount equal to the premium had 
been paid in current salary in lieu of 
the deferred plan and (2) if payments 
are to be made in excess of the receipts 
from the converted insurance contract. 

14. Can “split-dollar’ insurance be 
used for funding deferred compensation 
plans? 

Yes. However, a disadvantage lies in 
the distinct possibility that the Commis- 
sioner* will consider the insurance as 
being inseparably tied to the deferred 
compensation plan. Since, in theory, the 
employer is only lending the employee 
an amount equal to the cash surrender 
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value, a dedication of the cash surrender 
value by implication or otherwise to a 
deferred compensation program might 
well excite a “revenuer’s revenge.”” More- 
over, from the standpoint of the em- 
ployer, the benefits of the tax-free in- 
surance element are lost. Since the em- 
ployer will be deprived of this source 
for recapture of consultative payments, 
that the consultative 
less than those which 


it may well be 


benefits will be 
otherwise might be paid. 

Nevertheless, the possibilities of the 
use of split-dollar insurance in this field 
are intriguing. vw 


New. decisions 





Sick pay excludible though called a 
pension. Taxpayer was vice-president of 
a bank at a salary of $10,500. When it 
illness would 
prevent him from discharging his duties 


became evident that his 
for an indefinite time, he entered into 
an oral agreement with the president of 
the bank that his salary would be re- 
duced to $4,800 until he was able to re- 
turn to work. This agreement was ap- 
proved by the directors, but the resolu- 
tion termed the $4,800 a pension to 
taxpayer. The court finds that, notwith- 
standing the terminology of the resolu- 
tion, this was exempt sick pay under a 
wage continuation plan. Jackson, DC 
Wisc., 12/16/58. 


Stockholder can’t spread back fee for 
services rendered through his corpora- 
tion. Taxpayer, a real estate broker, 
acted through his wholly-owned corpo- 
ration in rendering services from 1931- 
1951 in negotiating a lease. A commis- 
sion of $30,000 was paid to the corpo- 
ration; the check was endorsed by the 
corporation and deposited in taxpayer's 
personal bank account. The court holds 
that taxpayer is not eligible for spread- 
back relief because the commission was 
not at least 80% of the total compen- 
sation for personal services received by 
taxpayer from the corporation for the 
1931-1951 period. The court refused to 
disregard the corporate existence and 
treat the commissions as taxpayer’s per- 
sonal earnings. Wattley, 31 TC No. 53. 


Profit-sharing employee in constructive 
receipt of income; termination loss a 
carryback. Taxpayer agreed to manage 


a branch office of a construction com- 
pany in return for one-third of the prof- 
its, and he was required to absorb one- 


third of the losses and to leave in his 
account a sum equal to one-third of the 
net investment in fixed assets. When 
the relationship terminated in 1949, the 
company claimed from taxpayer a share 
of the loss realized on the ultimate sale 
of the fixed assets. In 1952, the claim 
was settled by the taxpayer’s paying 
$55,000. The Tax Court held: (1) tax- 
payer was in constructive receipt of one- 
third of the branch-office income each 
year during the existence of the relation- 
ship; (2) the payment of $55,000 repre- 
sented in part a loss on termination of 
a business, and in part a payment from 
the original capital investment. As such 
the payment was not attributable to 
items includible in determining a net 
operating loss, and it could not be car- 
ried back to offset the income of a prior 
year. This court finds that $27,000 of the 
payment was a return of withdrawals of 
prior-year earnings and, being an ex- 
pense of earning his salary, is properly 
an operating loss. Goldsworthy, CA-9, 
12/1/58. 


*Payments to widow of deceased officer 
a gift. Taxpayer, the widow of the 
founder and president of a corporation, 
received $20,000 after her husband's 
death under a corporate resolution 
which called’ the payments additional 
compensation for his services. This court 
holds that the payments are gifts. Many 
factors are considered in determining 
whether a_ particular non-contractual 
death benefit is a gift or compensation, 
but the most important is whether the 
corporation had a consistent policy of 
making such payments. This corpora- 
tion had no such policy. The court notes 


175 


Taxation of compensation «+ 


that the 1954 Code specifically made 
payments up to $5,000 tax-free and that 
the IRS has announced a policy of not 
litigating cases which, like this, arose 
under the old law, unless the payments 
are clearly compensation. This case, 
however, was begun prior to that an- 
nouncement. [The court’s comment on 
the current law may give a clue as to 
how it will rule on the much-discussed 
question of how the 1954 Code affects 
payments of over $5,000; some have 
argued that making the first $5,000 tax- 
free necessarily implies that the excess 
is taxable, and the court seems to agree, 
though, of course, its remarks are merely 
dicta.—Ed.] Bounds, CA-4, 12/15/58. 


Early retirement benefits rule amplified. 
On April 22, 1957, the IRS took the 
position (Rev. Rul. 57-163) that, if op- 
tional early retirement required the em- 
ployer’s consent, the benefit must not 
exceed the amount vested at that time. 
In 1958 it announced (Rev. Rul. 58-151) 
that it would not apply this new rule to 
plans for which favorable determination 
letters had been issued prior to April 
22, 1957. It now rules on situations in- 
volving amendments to such previously 
approved plans. Amendments on other 
matters. may be made even though the 
old early retirement rule is kept. If a 
plan was amended to conform to the 
new rule prior to the time the IRS an- 
nounced that it would not apply it retro- 
actively, that amendment may now be 
revoked. Subsidiaries now joining a plan 
with such an old rule must, however, 
use the new rule since each member of 
an affliated group is considered a sep- 
arate employer. Rev. Rul. 58-604. 


New excess profits tax decisions 





Claims for excess profits tax relief. Re- 
lief under Section 722 is denied an iron 
foundry because it failed to establish a 
constructive average base period net in- 
would entitle it to relief 
greater than that already available to 
it. Atlas Foundry Co., 31 TC No. 67. 
Relief is granted a steel fabricator on 
the basis of an increase in its capacity, to 
which it was committed prior to the 
end of 1939. Copco Steel & Engineering 
Co., 31 TC No. 68. A corporation which 
failed to acquire “substantially all” the 
properties of a partnership is not an 
“acquiring corporation,” and may not 
utilize the base period experience of the 
partnership in computing its construc- 


come which 


tive average base period net income. 
Dixie Portland Flour Co., 31 TC No. 69. 


IRS upheld on computation of 1942 
EPT. The 1942 EPT was limited to an 
amount which, when added to the in- 
come tax, did not exceed 80% of tax- 
payer’s income. Taxpayers with fiscal 
years partly in 1942 and partly in 1941 
computed tax tentatively under both 
laws and paid a fraction of each. The 
question here is whether, in computing 
the 80%, the tentative or final tax is to 
be used. The court construes the statute 
as the Commissioner did and uses the 
tentative tax. Locomotive Finished Ma- 
terial Co., Ct. Clms., 12/3/58. 
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EDITED BY PETER G. DIRR 


The pros and cons of 


state income tax withholding 


AS WE GO TO PRESS, much is being 
written about the need for addi- 
tional revenues in the various states 
and the adoption of state income tax 
withholding to alleviate some of these 
pressing needs. The Massachusetts House 
of Representatives has already passed a 
bill. New York is getting ready to in- 
troduce a measure and Minnesota and 
other states are studying the withholding 
system. Thus we thought it logical that 
a full-scale discussion be presented at 
this time. Leading off, we present the 
conclusions reached by Professors Heller 
and Penniman* in a study to be re- 
leased on the subject of state income 
tax withholding. They surveyed the ex- 
perience of tax states that have already 
established a withholding system. As 
they put it, “withholding serves as (1) a 
tax enforcement technique, (2) a means 
of automatic tax budgeting for the tax- 
payer, especially important under high 
tax rates with low exemptions, and (3) 
a fiscal policy measure in current taxing 
of current income. The Federal Govern- 
ment’s adoption of its pay-as-you-go sys- 
tem served all three objectives. The 
states have likewise argued improved 
compliance, taxpayer convenience, and— 
to a much lesser extent—fiscal policy. 
The contribution to state revenue, both 
permanently through better enforcement 
and temporarily through the overlapping 
of collections during the transition to 
the current payment system, has also 
played an important role in the move- 
ment for state income tax withholding. 

“The transitional revenue ‘windfall’ 
was important for each of the ten states 
that have adopted withholding to date. 
No ‘forgiveness’ of any kind was pro- 
vided, unlike the cancellation of three- 
quarters of one year’s tax in the original 
Federal pay-as-you-go act. Taxpayers in 
each state were accountable for any past 
taxes due in addition to the current 
taxes withheld at source or paid quarter- 
ly. With the exception of Kentucky, 
which earmarked the extra receipts for 


capital purposes, the states each used 
the money for current government 
needs. Later governors and _ legislators 
were left to solve the longer term rev- 
enue demands. 

“Apart from the convenience factor, 
withholding or full-scale pay-as-you-go at 
the state level must be judged mainly 
in terms of its effectiveness in identify- 
ing taxpayers and improving tax collec- 
tions. The degree of need for withhold- 
ing, therefore, varies among the states 
according to differences in effectiveness 
of enforcement without withholding, the 
presence or absence of large metropoli- 
tan areas or extensive transient employ- 
ment, the degree of mobility of the 
state’s population, and so on. 


Withholding on non-residents, etc. 


“States with withholding provisions 
normally withhold on all wages and 
salaries paid by employers in the. state 
without regard to the residence of the 
employee. But, in addition to the ten 
states with general wage and salary with- 
holding systems, California, Iowa, New 
York and Utah employ non-resident 
withholding on salaries and wages, and 
Kansas requires withholding from fidu- 
ciary benefits paid to non-residents. 
Arkansas and Louisiana have authorized 
state revenue directors to employ with- 
holding whenever it is deemed neces- 
sary to secure collection. These powers 
have seldom been used.! The California 
and Iowa acts provide for withholding 
on at least some income other than wages 
and salaries, but New York restricts its 
withholding to the latter. California, 
judging royalties and racing winnings to 
be especially elusive income, requires 
withholding from such income of non- 
residents as well as withholding on non- 
residents’ wages and salaries. 

“The states which employ non-resi- 
dent income tax withholding in some 
form have established little in separate 
administrative arrangements to enforce 
the program or to handle returns and re- 


fund claims. Instead, with the minimum 
necessary accommodations, non-resident 
income tax reporting is handled as qa 
part of the general income tax arrange. 
ments. Many New York employers, for 
example, withhold the required taxes 
for the year, not on a current payment 
basis, but in the month of December or 
at the time of separation of the non-resi- 
dent employee. The state has never pro- 
tested this arrangement and perhaps 
views it as a mutual convenience. 

“The number of non-resident returns 
(including those on which taxes were 


withheld) filed in California and New 


York in recent years was less than 1% 
of total taxable returns. New York’s 
withholding collections of $12.5 million 
in its 1954 fiscal year represented slightly 
less than 3% of its personal income tax 
collections that year. This ratio of non- 
resident withholding collections to total 
income tax collections in New York re- 
mained more or less constant in the 
‘forties and early ‘fifties. lowa’s non-resi- 
dent withholding collections have been 
running almost 5% of total individual 
income tax collections, but refunds have 
sometimes amounted to more than one- 
half of collections. Unlike New York 
and California, Iowa provides no de- 
pendency exemption or interstate re- 
ciprocity in employer withholding. 

“Pay-as-you-go and withholding provi- 
sions are not self-operating. Subject em- 
ployer lists must be developed more care- 
fully than for information return pro- 
grams, reporting forms must be dis 
tributed, employer accounts must be 
established to reflect total taxes withheld 
and payments made to the states and, 
where non-wage incomes are put on a 
current payment basis, accounts must 
also be set up for taxpayers reporting 
and paying quarterly. Taxpayer-em- 
ployee annual returns must be processed, 
paid tax claims checked, and individual 
refunds made as appropriate. Enforce- 
ment measures are required to secure 
from employers all necessary reports and 
the full amount of all taxes withheld. 
Erroneous taxpayer refund claims must 
be identified. 

“The administrative arrangements in- 
dicated for withholding replace the need 
for securing and matching employer in- 
formation returns and wage-earners’ tax 
returns. But the requirements of gen- 
eral auditing of taxpayer returns in a 
state with pay-as-you-go or withhold- 
ing do not differ from those of other in- 
come tax states. 

“Withholding does not insure the ac 
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curacy of exemptions and deductions 
claimed and the fullness of reporting of 
non-wage income. However, delinquen- 
cies are typically lessened under with- 
holding. 

“Withholding adds to usual income 
tax administration a large volume of re- 
fund claims which must be processed 
within a short time period both as a 
matter of fairness to the over-withheld 
taxpayer and as a matter of economy to 
a state which may otherwise be required 
to pay interest.? 


Current payment administration 


“The states that have adopted with- 
holding use IRS, Employment Security 
and similar lists for establishing their 
initial employer files. With respect to 
refunds, all of the states are conscious 
of the public relations advantages of 
rapid refunds. Some attempt is made 
to preaudit the returns claiming refund, 
though for the most part this is an 
arithmetical and general plausibility re- 
view rather than an audit. Other states 
have apparently not followed Oregon 
in publicizing unclaimed refund checks. 
Neither do the other states appear to be 
checking employer lists and quarterly 
returns as carefully as Oregon. Ken- 
tucky has gone farthest toward mechan- 
ization, using key punch and tabulating 
equipment to match employee and em- 
ployer withholding slips. 

“All ten states have found it necessary 
to hire additional personnel to admin- 
ister their withholding and current pay- 
ment systems. Initially, at least, some 
tax staff members had to be 
withdrawn from other income tax assign- 


income 


ments. In fact, several states with limited 
personnel omitted all or nearly all of 
their usual audit activities while they 
were initiating their withholding sys- 
tems. 


Taxpayer reaction 


“States do not make their decisions for 
or against withholding exclusively in 
terms of the impact on administration. 
The impact on the taxpayer may be 
equally important. By breaking tax pay- 
ments into small convenient pieces and 


*Mr. Heller is Professor of Economics at the 
University of Minnesota, and Miss Penniman is 
Assistant Professor of Political Science at the 
University of Wisconsin. This article is abridged 
from a paper published by them in the National 
Tax Journal for December 1957 which, in turn, 
was adapted from a chapter of their book to be 
published by the Public Administration Service, 
Chicago, this year. 

*Much of the underlying factual information in 
this section was drawn from Federation of Tax 
Administrators, “State Income Tax Withhold- 
rt aa Report No. 34 (Mimeo., Novem- 
ber, 1952). 

*Oregon law provides that refunds due as a re- 


by keeping tax collections in close step 
with income, withholding and _pay-as- 
you-go make the income tax easier and 
more convenient to pay. Taxpayers are 
provided with an automatic means of 
budgeting their payments for public 
goods as they do their installment pay- 
ments for private goods like houses, auto- 
mobiles and other durable goods. And it 
avoids the hardships that may occur 
under the delayed-payment system when 
income may stop but tax liabilities re- 
main. 

“Collecting the tax at source de- 
creases the taxpayer’s awareness of his 
government bill. Many would regard 
this decreased ‘directness’ of the income 
tax as undesirable. But making the in- 
come tax easier to pay permits it to com- 
pete on less disadvantageous terms with 
the truly ‘hidden’ excise and sales taxes 
which are even more objectionable on 
the score of directness, let alone equity. 

“There is also the related question of 
taxpaying morale. Among wage and 
salary certainly, withholding 
will improve such morale because the 
honest taxpayer knows that the tax 
evader is brought into the income tax 
fold. At the same time, unless strong 
efforts to improve enforcement on non- 
withheld income accompany the intro- 
duction of withholding, the wage and 
salary group as a whole may feel dis- 
criminated against. 


earners, 


Burden on employer 


“Does withholding place an undue 
burden on employers, who must do the 
withholding and maintain the proper 
accounts? Precise answers here, as in 
many other areas, are hard to achieve.* 
Employer estimates of the cost burden 
of a state withholding law vary from 
‘negligible’ to ‘serious.’ The existence 
of the Federal withholding system since 
1943 reduces the incremental cost of the 
state systems, since employers have ad- 
justed their payroll accounting to the 
Federal requirements. Employer costs 
will, of course, vary with the particu- 
lar provisions of state withholding acts. 
A flat percentage deduction method is 
undoubtedly the least expensive type to 
sult of overpayment of income tax under with- 
holding must made by August 15 or within 
five months after the taxpayer files his claim, 
whichever date is the later. If the refund is not 
made within such time, the state is obligated to 
make the proper refund with interest at %% per 
month. (Oregon Laws, 1953. Ch. 522, Sec. 75.) 
* Report of the Minnesota Interim Commiasion 
on Withholding Taxes, St. Paul, November 26, 
1956, pp. 30-31. Professor Lewis G. Kahn, Ham- 
line University, has made an exhaustive study of 


municipal income taxes. In an attempt to esti- 
mate employer costs of withholding in four 


Pennsylvania cities, he found costs typically to 
range from $.06 to $.47 per employee per year. 
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an employer, but it is cumbersome for 
the tax agency and inconvenient for 
large numbers of taxpayers. Some em- 
ployers, finally, have argued that with- 
holding is not merely a compliance bur- 
den, but tends to raise wage costs be- 
cause employees and_ their unions may 
bargain on the basis of take-home pay. 


Administrative effectiveness 

“The Oregon Tax Commission esti- 
mated the initial increase in collections 
that could be attributed to withholding 
at 9.6%. Tax administrators in several 
other states have made the following 
estimates: Arizona, over 25%; Colorado, 
15%; Kentucky, 17.6%; Maryland, 12%; 
Montana, 12.1% and Vermont, 13.1%. 
The higher the level of income tax en- 
forcement withholding, _ pre- 
sumably, the lower the possible percent- 
age increase in collections as a result 
of withholding. 

“No state has such effective adminis- 
tration today that it could not add to 
income tax collections through adoption 
of withholding. Professor Harold M. 
Groves of the University of Wisconsin 
recently estimated that Wisconsin could 
collect an additional $1 million. Minne- 
sota estimates range from $2 million to 
$5 million annually, with the official 
estimate centering at $3.5 million, or 
slightly more than ten times the esti- 
mated additional administrative costs.4 
Such increased collections would amount 
to 1.2% and 5.5%, respectively, of cur- 
rent income tax revenue in two states 
with relatively high 
standards. 


before 


administrative 


“If an information return program 
from employers were prosecuted just as 
faithfully without withholding as with 
it, knowledge of wage and salary pay- 
ments would presumably be equal in 
either situation. Moreover, without a 
withholding program of its own, the 
state could still periodically check its 
coverage against that of the Federal 
Government which has withholding. A 
well-enforced information return pro- 
gram presumably costs less than general 
withholding. 


“The best information return pro- 


* Minnesota estimates given in Governor’s Bud- 
get Message, January 15, 1957, on the basis of 
the analysis in the Report of the Governor’s Min- 
nesota Tax Study Committee, 1956, pp. 297, 547. 
and 579-580. 

5 Most state information return laws or regula- 
tions require employer reports only if the wage 
payment exceeds an amount such as $600 or 
more. If this lesser earning is, in fact, a part of 
other earnings during the year, the taxpayer may 
owe more taxes than the wage information re- 
turns in the department’s p i indicat 
This was one of the arg t phasized in 
the New York Commission's recommendation for 
withholding. 
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gram, however, does not include reports 
on all wages paid, nor does it collect the 
taxes due as withholding does.5 More- 
over, even where information returns are 
fully matched with tax returns, 18 to 
36 months may have elapsed since the 
employee earned the taxable income. It 
becomes difficult to locate the non-resi- 
dent tax delinquent or the tax delin- 
quent who has moved out of the state or 
to another and 
it is often impractical to collect the tax 
due him. The cost of follow-up 
may be prohibitive, or it may be impos- 
sible to collect the taxes due in another 


address within the state, 


from 


state’s courts in the absence of tax 
comity. 

“The increasing mobility of the Ameri- 
can people may make wage and salary 
withholding a necessity for satisfactory 
state The 
ployee then pays all or most of his tax 


income tax collection. em- 


debt automatically. In particular, states 
with large metropolitan areas near their 
borders (particularly on borders of states 
without an income tax) or states with 
large numbers of temporary resident 
workers (e.g., on large specialized con- 
struction projects) may find adoption of 
general withholding essential to the in- 


tegrity of their income taxes.6 


Stimulus to other enforcement activities 
“The experience of the withholding 


states makes clear that administrative 


agencies (and legislatures, in terms of ap- 
their 
programs under the 


propriations) greatly strengthen 
employer reporting 
spur of withholding. In the absence of 


withholding, the statutory provisions 


for requiring information returns are 
often slighted 
other needs, and the in- 
formation returns that come in are not 
fully utilized. Under withholding, the 
employer becomes a tax collector and 
both he and the tax department accept 
greater responsibility for proper report- 
ing.? 


under the pressures of 


administrative 


Problems added by withholding 


“Withholding adds some special prob- 
lems to income tax administration not 
otherwise present, namely, collecting 
from employers all taxes withheld from 
employees; processing refund claims of 
taxpayers; and locating taxpayers with 
refunds due. Serious tax equity ques- 
tions arise if an employer fails to turn 
over taxes collected or if the taxpayer, 
through ignorance or careiessness, fails 
to make a return and secure a tax re- 
fund due. The writers believe that there 
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is greater inequity in the illegal profit 
of an intermediary in the taxing process 
than in the simple failure of the tax- 
payer to pay his just debt.8 Officials of 
the Planning and Collection Divisions of 
the IRS and withholding state adminis- 
trators report that employer delinquency 
is relatively small.9 The IRS estimates 
a delinquency of only .77% in fiscal 
1955, but this is still a sizable absolute 
amount. And state administrative effect- 
iveness in this respect is likely to fall 
somewhat short of Federal. Over-con- 
fidence on this score could prove detri- 
mental to the success of state withhold- 
ing. 

“All of the withholding states have in- 
creased their administrative expendi- 
tures. Although withholding reduces the 
problem of taxpayer delinquencies and 
replaces previous steps in matching em- 
ployer and employee information and 
wage returns, the costs of obtaining bet- 
ter employer compliance,. full and 
prompt matching of employer and em. 
ployee withholding reports, and the in- 
creased number of refund claims more 
than offset these savings. On the other 
hand, the states report handsome with- 
holding terms of increased 
the cost of adminis- 
tration per dollar of revenue collected or 
per tax return received may actually be 
reduced by withholding. 


‘profits’ in 


collections. Thus, 


“A withholding tax applicable only to 
wages and salaries cannot solve the prob- 
lems of income tax enforcement among 


professional men, small businessmen, 


farmers and other non-salaried income 
recipients. Quarterly declarations and 
payments by these classes under a pay. 
as-you-go system may make under-report- 
ing more difficult, may reduce the possi- 
bilities of the taxpayer’s leaving the state 
with an unpaid tax bill and may limit 
the effect of personal financial adversity 
on tax payments. But pay-as-you-go does 
not necessarily develop more conscien- 
tious tax reporting. Full use of informa- 
tion-at-source on interest, rents, royalties, 
dividends and other cash payments by 
payors, together with competent office 
and field auditing of the non-wage re. 
turns must go hand in hand with with- 
holding if even-handed administration 
is to be achieved.” 

The Heller-Penniman study concludes 
that “the state with seriously inadequate 
tax administration clearly will realize 
immediate improvement through the 
adoption and reasonable enforcement of 
general wage and salary withholding. It 
is possible that administrative effective- 
ness may improve even in non-wage in- 
Non-resident withhold- 
ing serves as reasonable insurance for 
the states with overlapping metropolitan 
General with- 
holding or pay-as-you-go would normally 
be even more helpful under these cir- 
cumstances. 


come reporting. 


areas on their borders. 


“Income tax states with reasonably 
effective income tax administration and 
no major border employment difficulties 
may still find pay-as-you-go or general 


withholding desirable for fuller income 





Collections From Pay-As-You-Go Methods Expressed as a Percentage 
of Net Individual Income Tax Revenuet 


Percentage of Net Income 


Net Individual 
Income Tax 


Revenue Net Tax 
Withholding Payments 


43.9 
47.4 
18,328 35. 


State 
Alabama 
Arizona 
Colorado 


Year 
1957(F)+ 
1958(F) 
1957(T) 


(000 ) 
$22,730 
7,663 


Idaho 1957(C) 11,268 
Kentucky 1957(T) 
Maryland = 1957(C) 
Montana 1957(F) 


45,000* 
6,647 
80,968 


9,350 
20,755 


Oregon 
Vermont 
D. of C. 


1958(F) 
1958(F) 
1957(C) 


+(F) fiscal year; (C) calendar year; (T) tax year. 


60.0* 
51,618 58.7 
42.3 


50.3 
63.8 
57.3 


Tax Revenue 
Estimated 
Principal Form of 
Withholding 


Tables 

Flat % of gross 
Flat % of Federal 
withholding 

Flat % of Federal 
withholding 
Tables 

Tables 

Flat % of gross 
above exemptions§ 
Flat % of gross§ 
Tables 

Flat % of gross 
above exemptions 


Combined 
23.8 67.6 


83.7 
86.2 


19.9 
28.9 


t'ncludes data for all withholding states except Alaska and Delaware and for all states requirtay 


declarations of estimated tax. 
§Revised by subsequent legislation. See text. 
*Estimated. 


Prepared by FTA from data furnished by state tax departments. 
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tax compliance and greater taxpayer 
equity and convenience. Withholding 
tends automatically to introduce the 
ereat bulk of new residents to their in- 
come-tax responsibilities and prevent 
initial tax delinquency on their part. 
Balanced against these advantages for 
the states with effective income-tax ad- 
ministration are employer costs and in- 
convenience and the competing enforce- 
ment needs in the non-wage-and-salary 
arcCas. 

“General withholding is not an ad- 
ministrative panacea, but it is the most 
significant addition that has been made 
to the administrative tool-kit for state 
income taxation in the post-war period.” 

The latter comments of Professors 
Heller and Penniman are adequately 
illustrated in a chart appearing in the 
December issue of the Tax Administra- 
tors News which is here reproduced. It 
will be noted that the highest amount 
of tax collected from withholding only 
is 63.8% in Vermont, compared with a 
low of 25.1% in Idaho. Most states have 
required a declaration of estimated tax 
in order to effect current collection of in- 
come not subject to withholding. Even 
so, with the combination of both in 
effect, Montana collects only 55.7% of 
its income tax on a current basis. The 
District of Columbia, on the other hand, 
collects 86.2%. 

There is no doubt that employees 
themselves favor placing state income 
taxes on a withholding basis. The great 
danger which is not recognized, however, 
was amply stated in an editorial appear- 
ing in the New York World Telegram 
and Sun on January 6, 1959, from which 
we quote: 

rhere’s only one aspect of tax with- 
holding that bears alert scrutiny. That’s 
the propensity of 


politicians, amply 


® Theoretically, non-resident withholding alone 

1 suffice for the border metropolitan area 
transient employment problems, but non- 
nt withholding in practice may be less effi- 
t and proportionately more costly than gen- 
| withholding. Minnesota during its two year 
eriment in 1943 and 1944 found that many 
kers temporarily achieved Minnesota resi- 
dence after the state instituted withholding for 
non-residents. 

In answering the authors’ question relating to 
the number of employers reporting under with- 
holding compared with the number filing under 
the previous information return system, the Ver- 
mont Deputy Commission in 1953 stated: “It 
very considerably exceeds the number filing in- 
formation returns previously, as our attention 
was not centered on this as is the case under 
withholding.” 

The Vermont Tax Commissioner in 1954 rec- 
ommended: “Failure of an employer to pay to 
the Vermont Tax Department moneys withheld 
from the wages of employees for the payment of 
Vermont taxes due from these employees should 
be made a penal offense and such employers 
should be subject to criminal prosecution for 
breach of trust.” (Biennial Report of the Com- 
missioner of Taxes, 1954, p. 8.) 

* Report of the Minnesota Interim Commission 
on Withholding Taxes, St. Paul, November, 1956, 


vp. 32, 33 

















demonstrated at the Federal level, to 
bite ever. so gradually deeper into the 
taxpayer’s wages once taxation has been 
reduced to supposedly painless weekly 
installments.” 

As pointed out by Professors Heller 
and Penniman, none of the states which 
have instituted withholding in recent 
years gave any tax forgiveness, which the 
Federal Government had done when it 
instituted withholding. We understand, 
however, that New York is seriously con- 
sidering some element of forgiveness. 
How it will be worked out is yet to be 
determined. We are also advised that a 
drive will be made in New York to com- 
pensate employers to some extent for 
the additional costs incurred by them in 
placing the income tax on a withholding 
basis. 

New York already gives gasoline 
dealers in the state a fraction of the gas 
tax to compensate them for their collec- 
tion costs. The argument follows, there- 
fore, that, if employers are to be re- 
quired to collect income taxes, they 
should also be compensated. 

How much of a problem are collec- 
tions to an employer? Some idea may be 
obtained from a recent report by the 
Missouri Public Expenditures Survey cit- 
ing “Disadvantages of Withholding 
Missouri Income Tax,” which stated: 

“A comprehensive study has been made 
of costs that would be placed on em- 
ployers by withholding, taking into con- 
sideration the complications involved in 
exemptions, deductions and graduated 
rates found in state income taxes. This 
study, which was made with the consulta- 
tion of the nationally known accounting 
firm of Peat, Marwick, Mitchell and 
Company, was conducted by Associated 
Industries of Massachusetts. The study 
sets forth the methods used in arriving 
at its findings. It was made last January 
and February. The study was based on 
the assumption that a state withholding 
system would require the same _pro- 
cedures, calculations and reports as the 
Federal withholding system. The costs 
were found to range from 60c per em- 
ployee per year among larger industrial 
companies to $3.40 per employee per 
year among industrial com- 
panies. Among all industrial employers 
the average cost was found to be $1.72. 
Among non-industrial employers it was 
$2.63. And the average for all was $2.21 
per employee per year. These figures did 
not include first-year costs essential to 
installing withholding, such as new 
records, payroll cards and new book- 


smaller 
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keeping machines necessary for some 
companies.” 

The Missouri report then goes on to 
cite these other disadvantages and com- 
plications involved in a state withhold- 
ing system. “Withholding would involve 
the state government and employers in 
a huge computing, accounting and re- 
porting process in which in tens of 
thousands of cases the tax payments 
withheld would run only a few cents a 
week. This is because of Missouri’s rate, 
exemption and deduction structure. The 
average wage of a worker covered by un- 
employment compensation is $79.32 
weekly, or $4,124.64 annually. Assuming 
such a worker has a wife and two 
children, his Missouri income tax would 
be $4.55, or 9c a week to be withheld. 

“If this worker were to be out of 
work for four or five weeks or were to 
acquire another dependent during the 
year, he weald lose his income-tax liabil- 
ity, but the taxes deducted from his 
wages would be retained by the state 
and he would have to apply for a refund 
the following year. In addition, there 
would be many cases in which the em- 
ployer would have to withhold and the 
state would have to refund when there 
was no likelihood of an actual tax liabil- 
ity. An example would be college stu- 
dents working during summer vacation 
and any other part-year employment 
paid at a rate that would give the worker 
income-tax liability. 

“The vast difference between withhold- 
ing the Missouri income tax and the 
Federal income tax is emphasized when 
the amounts that would be withheid 
under each are compared, The worker 
just described would owe the Federal 
Government $263 a year, compared to 
the $4.55 he would owe the state. The 
amount withheld by Uncle Sam would 
be about $5.06 a week compared to 9c 
withheld by the state. 

“Making hundreds of thousands of re- 
funds would prove a substantial admin- 
istrative task for the state. Applying for 
refunds of unowed tax payments would 
be an inconvenience to taxpayers. The 
experience of other states which have 
embarked upon withholding systems 
shows that the refund problem is sub- 
stantial. Part-time work, layoffs, workers 
entering and leaving the state labor 
force, changes in exemption status and 
other factors contribute to the refund 
problem by causing many workers to 
lose their income-tax liability. In Ken- 
tucky in 1957, out of 735,000 individuals 
filing returns, 330,000 applied for re- 
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funds. In Colorado in 1957, out of 500,- 
000 individuals filing returns, 230,000 
applied for refunds. 

“Finally withholding brings a new kind 
of tax delinquent—the employer-delin- 
quent who, as a result of going out of 
business or for some other reason, does 
not turn over to the state money with- 
held from his employees. In Kentucky, 
where the number of employers filing 
1956 was 7,000 
fewer than the number of employer ac- 
counts maintained by the Revenue De- 
partment, it was reported that there 
were three types of non-filing employers: 

“]. employers no longer subject to the 


quarterly returns in 
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withholding law, for example, an em- 
ployer who had no employees with state 
income liability, 

“2. employers deliquent in filing re- 
turns, and 

“3. employers out of business. 

“This means that withholding would 
bring the substantial administrative task 
of policing, checking and auditing the 
employers of the state. Without adequate 
the state could fail to 
collect much money due it from em- 
ployers, just as it is possible with inade- 
quate administration to fail to collect 
money due directly from wage and sal- 
ary earners.” vr 


administration, 


New state & local decisions 


Baltimore ad taxes invalid. Baltimore's 
advertising taxes were declared uncon- 
stitutional by the state court of appeals. 
The taxes involved were imposed on 
January 1, 1958, and were repealed by 
the city council effective at the end of 
the year after the state legislature barred 
local taxes on advertising except as part 
of a tax imposed on all businesses. The 
taxes were (1) a 4% tax on the gross 
sales price of space sold and on time 
sold in connection with intrastate broad- 
casting programs; and (2) a 2% tax 
on the gross receipts of persons selling 
advertising space and time. The city con- 
tended that the taxes were imposed 
on buying and selling advertising. 
The 


about 90% to 95% 


court, however, ruled that since 
of their impact was 
on newspapers and broadcasting stations, 
they were single rather than general in 
nature and served to restrain freedoms 
of speech and press. Abell, Ct, Apls., 


Md., 10/17/58. 


Two sales tax test checks upheld; one 
invalidated. Taxpayer kept only cash 
register tapes showing total sales for 
the day by category. A deficiency assess- 
ment was determined by first ascertain- 
ing the taxpayer’s gross receipts for the 
period (concerning which there was no 
dispute) and then by estimating tax- 
exempt sales from the result of a four- 
day test check. The board held that the 





The here on significant 
new state tax decisions are provided 
the co-operation of the 
Federation of Tax Administrators. 
They are adapted from Tax Ad- 


ministrators News. 
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through 











method used by the tax commissioner 
was justified and that the taxpayer had 
not sustained the burden of proving 
that he was entitled to any further de- 
ductions. Roberts, BTA, Ohio, 10/13/58. 
Taxpayer’s records here indicated to the 
review board a high degree of accuracy. 
It invalidated a deficiency assessment 
determined for a 22-month period de- 
rived from an audit of 59 invoices repre- 
senting less than 10% of the sales in one 
month. In holding the assessment in- 
valid, the board said that no reason was 
given for the selection of the sample 
period nor for selecting the particular 
sales for an examination. Carroll Motor, 
BR, Pa., 7/18/58. The Ohio Board of 
Tax Appeals here upheld the use of a 
test check in detemining the tax liabil- 
ity incurred in the operation of a restau- 
rant which had not maintained adequate 
records, but ordered a reduction in the 
assessment because the test check was 
made during a period which was not 
representative. Ohio law exempts sales 
under 41 cents. ‘The board found that 
exempt sales by the establishment were 
apparently smaller during the test check 
period than during the period in which 
liability was incurred because ownership 
had changed and prices had been raised 
approximately 15%. Toledo Original 
Hot Dog, BTA, Ohio, 10/22/58. 


Sales tax on switchboard. The sale of a 
switchboard is a taxable sale at retail, 
not a skilled service subject to tax by the 
Illinois retailers’ occupation (sales) tax. 
Under the Illinois law, if an article sold 
has no value to the purchaser except as 
a result of services rendered and the 
transfer of the article to the purchaser 
is a necessary part of the service, then 


the vendor is engaged in the businey 
of rendering a service and not subject to 
tax. The taxpayer contended that the 
switchboard was a specialized machine 
constructed with special skills. The 
court, held that the switch 
board was a standard item and _ tha 
local installation was the only special 
service provided. Kellogg Switchboard 
and Supply Corp., Sp. Ct. Il., 9/18/58. 


however, 


W. Va. court requires uniform asses. 
ment. Bank stock may not be assessed at 
full value in a county where other prop. 


erty is assessed generally at 40% of full 
value; the assessment violated the state 
constitutional provision according to 
which no one species of property may 
be taxed higher than any other species 
of equal value. The assessed value of the 
taxpayer’s shares fixed by the lower court 
at full value was $6 million. The tax. 
payer asserted that the assessed value of 
its share for tax purposes should be $24 
million since the county assessor had 
assessed property generally at 40% of 
and The state con 
tended that, if the taxpayer's claim was 
granted, established legal determinations 
would be disrupted and new litigation 


true actual value. 


would be instituted by other classes of 
taxpayers whose taxes were not on a 
precise level with every other class. The 
court, however, held that the provisions 
of the state constitution clearly upheld 
the taxpayer’s position. While the state 
constitution permitted classification for 
tax purposes, the court said that such 
classification could be exercised only 
with respect to tax rates. Kanawha Val 
ley Bank, Sp. Ct., W. Va., 6/17/58. 


Tax on lessee of U. S. lands upheld. A 
Texas school district imposed ad va 
lorem property taxes on property owned 
by the Federal Government and leased 
to taxpayer. The property involved was 
a chemical plant owned by the United 
States and leased to the taxpayer under 
the provision of Public Law 364, enacted 
in 1948, which makes a lessee’s interest 
subject to state and local taxation. The 
school district had imposed a tax on 
the full value of the property. The court 
upheld the tax on the basis that it had 
been authorized by Federal law and 
was required by Texas law. A 1959 
Texas statute provides that any portion 
of lands and improvements owned by 
the United States which is used or occt- 
pied in the conduct of private busines 
shall be subject to state and local taxa 
tion. The court ruled that the effect of 
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this act was to end any exemption previ- 
yusly enjoyed by federally-owned prop- 
erty in the hands of private business 
yperators. Relying upon the recent Borg- 
unlike the 1950 
Texas statute, involved a Michigan law 
which imposed a privilege tax on lessees 
and users of exempt real property, the 


Warner case which, 


court construed the tax in question as 
levied, not only on a leasehold, but also 
as a levy against the user and occupier 
of such property based on the value of 
the property used and occupied. In two 
vigorous dissenting opinions, three 
judges noted that the effect of the ma- 
jority holding is to discriminate against 
lessees and users of Federal real prop- 
erty since, under Texas law, the tax on 
leasehold estates in other exempt prop- 
erty is confined to the market value of 
the leasehold, not the fee, and no tax 
is imposed unless such leaseholds are for 
a term of three years or more. Phillips 
Chemical Co., Sp. Ct. Texas, 6/18/58. 


No use tax on display containers. In its 
business of selling writing instruments, 
taxpayer supplied display containers for 
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Diversion of corporate income to stock- 
holder fraudulent. The Commissioner is 
held justified in resorting to a net worth 
computation to prove that an auto sales 
corporation realized and failed to report 
income from over-invoice payments on 
car sales during the period 1945-1948, 
and that its majority stockholder di- 
verted the payments to his personal use. 
rhe court also finds that transactions in 
which autos were billed to members of 
the stockholders’ family and then sold 
to ultimate purchasers were merely a de- 
vice for preventing the profit from being 
shown on the corporate books. Fraud 
penalties are sustained against the stock- 
holder and the corporation. 
Motor Car Co., TCM 1958-223. 


Jaeger 


Failure to report income from hosiery 
business fraudulent. Two partners of a 
wholesale hosiery business substantially 
understated their income for 1944, 1945 
and 1947 and filed no returns at all for 
1946, even though they did earn sub- 
stantial income that year. The court 
finds that the partners falsified their ac- 
counts and attempted to conceal their 
income. Accordingly, the court sustains 
the Commissioner’s determination of ad- 
ditions to tax for fraud for all years, plus 


New fraud and negligence decisions 
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pens without specific charge to whole- 
salers, who transmitted them to retailers 
on the same basis. Also, through a sub- 
sidiary, it sold writing instruments di- 
rectly to Florida customers who dis- 
tributed them free of charge as a means 
of advertising their respective businesses. 
The court held that the firm was not 
responsible for the collection of use 
taxes on the display containers since (1) 
no “purchase” had been made upon 
which a tax liability might be incurred 
and (2) the price of the assortment — 
containers and pens — included the cost 
of the containers so that upon the sale 
of the pens by the retailers a tax in 
substance was collected on the con- 
tainers. With respect to the second class 
of transactions, however, the court held 
that the firm was required to collect use 
taxes. It found that sales solicitation by 
independent Florida jobbers (who were 
not regular employees and could submit 
orders for acceptance or rejection only 
to the home office) subjected the firm to 
Florida’s jurisdiction for the purpose of 
collecting and remitting the use tax. 
Scripto, Inc., Sp. Ct. Fla., 10/17/58. 


the penalty for failure to file the 1946 
returns. Ehrlich, 31 TC No. 56. 
Omission of over-ceiling payments 
fraudulent. An active member of a part- 
nership engaged in the whiskey business 
is found to have personally received 
over-ceiling payments in the amounts of 
$185,000 and $90,000 in 1943 and 1944. 
His failure to report such large amounts 
in income is considered willful with in- 
tent to evade tax, and the penalties are 
sustained. Griffin, TCM 1958- 210. 


Reconstruction of income upheld. The 
Commissioner’s reconstruction by the 
bank-deposits-plus-expenditures method 
of the income of a taxpayer engaged in 
the carpet and shade service business is 
upheld where taxpayer’s records were 
incomplete, and he freely admitted that 
he had become addicted to narcotics 
and was in “rather bad” condition. 
Penalties for failure to file timely re- 
turns and declarations of estimated tax, 
and for substantial underestimation are 
upheld. Pinkham, TCM 1958-216. 


Large deficiency not proof of fraud. 
Taxpayer did not contest large deficien- 
cies; he does contest the fraud penalties. 


This court holds that mere deficiencies 
are not sufficient proof of fraud. By pay- 
ment taxpayer did not admit either the 
validity or accuracy of the assessment. 
Furthermore, even the acknowledgement 
of a large deficiency would not suffice, as 
fraud is never presumed; it must be 
shown by clear and convincing evidence. 
Reeves, DC Neb., 12/16/58. 


Doctor’s omissions from income fraudu- 
lent; income reconstructed by bank de- 
posits. The court finds that, for each of 
the years 1942, '43, '45, '46 and '47, tax- 
payer set up and maintained false 
records of his income from a medical 
practice, that he did so for the purpose 
of using them in the preparation of his 
income tax returns, and that he fraudu- 
lently omitted substantial portions of 
his income from his returns. Reconstruc- 
tion of his income by the bank-deposits- 
and-expenditures method is approved 
subject to certain adjustments. Since the 
returns are held fraudulent, the statute 
of limitations is held to be no bar to 
assessment of the deficiencies. The court 
holds further that an unsigned return 
form filed by taxpayer for 1944 on which 
income and deduction items had been 
computed was not a return, and does 
not start the running of the statute of 
limitations against the Commissioner. 
Since failure to file a return for 1944 
was not due to reasonable cause, penal- 
ties for failure to file the 1944 return are 
upheld, in addition to the fraud penal- 
ties for the other years. Reaves, 31 TC 
No. 72. 


In net worth proof, IRS need disprove 
only alleged non-taxable sources. This 
is the third time this net worth case has 
been before this court. The first time 
the court applied the Holland rule in 
this civil net worth case and held that 
the Government must prove a likely 
source of taxable income. Thereafter in 
Massei (335 U.S. 595) the Supreme Court 
held such proof is not necessary if like- 
ly sources are negatived. Consequently, 
when this case came up again, this court 
had to send it back to the Tax Court 
with new Massei-like instructions. In this 
clarification of the second opinion, the 
court points out that the only source of 
non-taxable income that the Commis- 
sioner need disprove is the existence of 
a substantial gift from a relative, as that 
is the only source of non-taxable in- 
come that taxpayer alleged to explain 
his net worth increase. Thomas, CA-l, 
12/18/58. 
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Taxation of farmers 


EDITED BY JACK R. MILLER 


Post-Lewis decision limits 


change in livestock inventory 


2 pe AMOUNT OF THE TAX on the sale 
of breeding livestock depends so 
much on the farmer’s accounting meth- 
ods that it is not surprising that some 
taxpayers have attempted to correct the 
discrimination without first obtaining 
permission from the Commissioner. Here 
are a few examples of the inequality: 

1. Cash-basis farmer sells a raised cow 
for $300. All of this is long-term capital 
gain, so that only $150 is subject to tax. 
$150 income misses income tax and the 
alternative tax limits the rate on the 
taxed income. Accrual-basis farmer using 
farm-price method of valuing inventory 
shows his raised cow in December 31, 
1958 inventory at $300. During 1959 he 
sells the cow for $300. No long-term gain 
and therefore no income will miss in- 
come tax. 

2. Another 
the unit-livestock-price method of valu- 


accrual-basis farmer uses 


ing his inventory, the unit value for 
cows being $100. When he sells a crow 
for $300, he realizes $200 long-term gain, 
and $100 misses income tax. 

3. Accrual-basis farmer has followed 
the practice of leaving all of his ani- 
mals in the inventory, but when breed- 
ing livestock reach maturity, they are 
transferred to the depreciation schedule. 
Since he uses the farm-price method of 
valuing inventory, a young cow would 
be shown at, for example, $300 on De- 
cember 31, 1958. During the year 1959 
depreciation is taken in the amount of 
$25 ($300 basis minus $100 estimated 
salvage leaves $200 subject to deprecia- 
tion divided by estimated useful life of 
eight years). After eight years the ani- 
mal has been depreciated down to $100. 
However, high _ livestock 
prices, he sells the cow for $200, realiz- 
ing $100 long-term gain. Consequently 
$50 misses income tax, Another accrual- 
basis farmer has followed the practice 
of leaving all of his animals in the in- 
ventory until they are sold or die, using 
farm-price method. After eight years, his 
cow is shown on December 31 inven- 


because of 


tory at $200. When it is sold for $200, 
there is no long-term gain and no in- 
come misses income tax. 

4. Accrual-basis farmer using unit-live- 
stock-price method has $150 unit value 
for cows. Under Section 1.471-6, he has 
no option to transfer full-grown breed- 
ing livestock which he has raised to his 
depreciation schedule. After eight years 
a cow is sold for $200. Thus he realizes 
only $50 long-term gain and only $25 
income misses income tax. 

From the foregoing, it is not difficult 
to visualize substantial differences in tax 
where large numbers of breeding ani- 
mals are involved. 


The Tax Court position 


In Jack Frost (28 TC 1118, 1957), the 
Tax Court held that, without the Com- 
misioner’s consent, a unit-livestock-price 
farmer could not properly transfer his 
breeding herd out of regular inventory 
to the depreciation schedule and deduct 
depreciation thereon. It cited its deci- 
sion in Elsie SoRelle (22 TC 459, 1954), 
where it followed the long-standing 
Regulations 111, Section 29.22(a)-7 (now 
Section 1.61-4(b)), which grants an ac- 
crual-basis farmer the option to include 
breeding livestock in inventory or in 
the depreciation schedule (provided such 
practice is consistently followed) and 
Section 29.23(1)-10 (now Section 1.167-6 
(b)), which expressly prohibits a depre- 
ciation deduction on breeding livestock 
if an election to include them in regu- 
lar inventory has been made. In the 
SoRelle case there was no evidence re- 
garding the method of valuing inven- 
tory, although it appears that a farm- 
price method probably had been in- 
tended. However, in the. Frost case the 
unit-livestock-price method was _ used 
and one wonders why the Tax Court 
did not rest its decision squarely on the 
long-standing Regulations 111, Section 
29.22(c)-6(f) (now Section 1.471-6(f)), 
which requires a _ unit-livestock-price 
farmer to include raised breeding live- 


stock in his inventory. Although the Ty 
Court cited Section 29.22(c)-6, it they 
proceeded to discuss the apparently i 
relevant Sections 29.22(a)-7 and 29.23()} 
10. Perhaps the reason was that the ta. 
payer made no effort to distinguish th 
SoRelle case. 

In the case of Pete Elia (TCM 195. 
238) the Tax Court had the question of 
deductibility of depreciation on a pur 
chased breeding herd of ewes, which the 
taxpayer had elected to include in ip 
ventory, using the unit-livestock-prie 
method of valuation. It appears that the 
ewes in question had been included in 
inventory at cost which, of course, could 
be entirely proper even when the unit 
livestock-price method is used (unit dif 
ferentials are tacked onto the cost if im 
mature animals are purchased, but if 
mature animals are purchased, the cos 
figure should be used). The Tax Coun 
properly cites Regulations 111, Section 
29.22(c)-6, subparagraph (g) of whid 
grants a_ unit-livestock-price method 
farmer the option to include purchased 
breeding livestock in inventory or in the 
depreciation schedule. However, it then 
quoted from the apparently irrelevant 
Section 29.23(1)-10 which, as pointed out 
above, denies a depreciation deduction 
on breeding livestock if an election to 
include them in regular inventory has 
been made under Section 29.22(a)-7. The 
irrelevancy is heightened by the portion 


quoted, namely: “If such livestock kf 


included in an inventory, no deprecia 
tion thereof will be allowed, as the cor 
responding reduction in their value will 
be reflected in the inventory.” This, a 
course, is entirely pertinent if the farm 
price method of valuing inventory is 
used, but familiar with the 
ranching business knows that it has no 
application to the unit-livestock-pric 
method. The Tax Court knew where it 
was going, however, and held agains 
the taxpayer. Perhaps he might have had 
better luck if the case had not been 9 


anyone 


badly cluttered up with other obviously § 


irregular accounting practices (for e& 
ample, he sought not only to take de 
preciation on the ewes, but to leave 
them in the regular inventory at the 
same time). In any event, his final and 
really sound argument that such animal 
are property used in the trade or bus 
ness, subject to an allowance for depre 
ciation was coupled with the irrelevant 
argument that Section 29.23(1)-10 was 
contrary to law. The Tax Court replied 
merely that the Regulation had been it 
existence since 1934 and had never been 
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subject to any legislative disapproval. 

No such confusion plagued the Fed- 
eral district court in Lewis (DC Texas, 
1956). There, a  unit-livestock-price 
rancher sought to exclude breeding cat- 
tle and sheep from his regular inven- 
tory and to use a zero basis for them in 
computing long-term capital gain on 
their sale, notwithstanding his long prac- 
tice of including such animals in the 
regular inventory. The court found that 
he was seeking “to correct a mistake by 
simply removing a capital asset that, un- 
der the terms of Section 117(j) could not 
be the subject matter of an inventory, 
and which should never have been in 
the inventory in the first place”; and 
concluded that Section 29.22(c)-6(f) “is 
violative of Section 117(j), Internal Rev- 
enue Code.” It further concluded that 
those portions of the Regulations re- 
quiring consent of the Commissioner for 
any change of accounting method “have 
no application to a situation wherein 
an accrual-basis taxpayer has included 
in inventory a capital item or items 
which includible 
therein in the first place and wherein 
the taxpayer seeks to remove such items 
from the inventory. Since no change of 
accounting method is involved, neither 
the approval nor consent of the Com- 
missioner is required.” 

On appeal, the Fifth Circuit (251 F.2d 
128, 1958) quoted the above finding of 


were not properly 


the district court and stated that Sec- 
tion 117(j) “clearly and unequivocably 
says that livestock held for breeding pur- 
poses is property used in the trade or 
business of the taxpayer.” However, it 
did not appear to go along with the dis- 
trict court’s opinion that “no change of 
accounting method is involved.” Instead, 
it seemed to rest its opinion on an ob- 
servation that there is nothing in Section 
117(j) (now Section 1231) “indicating a 
Congressional design to limit the extent 
of capital-gains treatment accorded to 
taxpayers selling animals from a breed- 
ing or dairy herd because of their prior 
election to use the unit-livestock-price 
method. .. . 1 Animals in a breeding herd 
are capital assets and no cogent reason 
appears why one group of taxpayers 
should be allowed the full benefits of 
the capital-gains provisions by the use 
of a zero basis and others should be 
limited to a basis measured by the ac- 
crual under an inventory method which 
a Regulation unreasonably required be 
used as to breeding stock if it was to be 
used as to animals raised for sale.” At 
first glance, it might appear that the 


Fifth Circuit would permit a farm-price 
method farmer who had _ previously 
elected to include breeding livestock in 
regular inventory to discontinue to do 
so. However, its reference to a regula- 
tion which requires inclusion in regular 
inventory applies only to Section 29.22 
(c)-6(f) (now Section 1.471-6(f)) which 
covers raised animals of unit-livestock- 
price farmers. 

The Fifth Circut soon thereafter had 
occasion to make clear the limited ap- 
plication of its decision in the Lewis 
case. In Carter (CA-5, June 1958), the 
taxpayer, a farm-price method cattle- 
man, sought to use the cost of breeding 
livestock in determining long-term capi- 
tal gain rather than their inventory 
value, even though he had elected to in- 
clude his breeding herd in inventory. 
The court stated that its decision in the 
Lewis case was directed at a Regulation 
which gave the taxpayer no option to 
include or not include breeding live- 
stock in his inventory, “that the Lewis 
case would have no application to the 
facts here, even if this taxpayer had been 
on the ‘unit-livestock-price method’ of 
accounting.” It said that the question 
boiled down to a desire of the taxpayer 
retroactively to change his method of ac- 
counting. Since he had elected to in- 
clude his breeding herd in inventory, 
he could not make the change. 


Conclusion 

Except for taxpayers coming directly 
within the facts of the Lewis case (i.e. 
unit-livestock-price farmers with raised 
breeding and dairy livestock), it appears 
that accrual-basis farmers are going to 
have to obtain permission from the 
Commissioner to change to the cash-basis 
of accounting if they wish to obtain 
maximum long-term capital gain bene- 
fits from the sale of breeding and dairy 
livestock. One possible argument yet re- 
mains for those who made a change dur- 
ing the years 1954 through 1957. During 
those years Form 1040F contained the 
following instruction in the inventory 
schedule: “Do not include certain live- 
stock held for draft, breeding, or dairy 
purposes.” The 1958 schedule was 
changed to read: “Do not include sales 
of livestock held for draft, breeding, or 
. .’ The IRS has in- 
formally stated that the old instruc- 
tion was not intended as a direction to 
the taxpayer to change his method of 
accounting; and that the 1958 change 
was merely~to “clarify” the former in- 
struction to eliminate the possibility of 


dairy purposes. 


Taxation of farmers + 183 


a double deduction for the cost of cattle 
sold which had been included in in- 
ventory. Be that as it may,“a number of 
taxpayers undoubtedly interpreted the 
old instruction as a direction to keep 
breeding and dairy livestock out of their 
regular inventory. The language seems 
plain enough, and a direction by the 
Commissioner to make a change in 
method of accounting is a valid basis for 
doing so. See Reynolds Cattle Co., 31 
BTA 206. ve 


New decisions 





Allocations to members of taxable co-op 
of income earned from non-members are 
not patronage refunds. A farmers’ co- 
operative can qualify as tax-exempt if it 
allocates patronage rebates to all its 
patrons, both members and non-mem- 
bers. A taxable co-operative is permit- 
ted by IRS procedure to exclude from 
income earnings allocated to patrons as 
true patronage dividends, i.e., those 
which are mere adjustments in price. 
To qualify as a patronage dividend, the 
allocation must have been made pursu- 
ant to a pre-existing legal obligation 
out of profits realized from transactions 
with the particular patrons for whose 
benefits the allocations were made, and 
must have been made equitably. The 
court holds that allocations made for 
member patrons only out of compensa- 
tion received from the Commodity 
Credit Corporation for services in han- 
dling and storing Government grain 
and from non-member producers for 
storing grain owned by them cannot be 
excluded from the co-operative’s income 
as true patronage dividends. It also holds 
that amounts allocated to members only 
out of compensation received from 
members for storing grain owned by 
such members constitute patronage divi- 
dends only to the extent that the 
amounts which were allocated to the 
particular members who stored grain 
represented their proportionate shares 
of total member storage business which 
produced the compensation of such class, 
less the applicable expenses. Pomeroy 
Cooperative Grain Co., $1 TC No. 71. 





BINDERS for The Journal of Taxation 
are available; each binder holds two 
volumes (12 copies). Price: $3 each, 
plus shipping. Specify whether binder 
is wanted for Vols. 1 & 2 (June '54-June 
D5), Vols. 3 & 4 (July 55-June ’56 or 
Vols. 5 & 6 (July ’56-June °57). Order 
from The Journal of Taxation, 147 East 
50 Street, New York 22. 
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THE TAXATION OF INDIVIDUALS 


Personal tax problems 


IRS will now separate identifiable 


child support from alimony 


I THE negotiations sur- 
rounding divorce, the tax treatment 
husband is fre- 


FINANCIAL 
of payments by the 
quently decisive of the amounts avail- 
able to the wife and children. Typically, 
the 
the husband’s and, if his payments are 
all alimony, deductible by 
him and taxable, of course, to her. If 
support of children could be arranged 
so that it became a responsibility of the 
wife, then it was hoped that funds ulti- 
mately used for support of the children 


wife’s taxable income is less than 


they are 


would still be alimony for tax purposes. 
This attempt, which received support 
from the Second Circuit in the Weil 
case (240 F.2d 583, cert. den., 353 U.S. 
958), ran into two difficulties: the practi- 
cal necessity of identifying the child sup- 
port through provisions for reduction 
upon the wife’s remarriage, the child's 
maturity or death, etc., and the firm op- 
position of the IRS. The IRS received 
support in the Ninth Circuit (Eisinger, 
250 F.2d 303, cert. den., 356 U.S. 913) 
for its argument that payments could 
not be treated as alimony if the amount 
for the support of the children is identi- 
fiable, and it now announces that it in- 
tends to maintain that position. In Tech- 
nical Information Release 119, the IRS, 
after saying it will follow Weil “in cases 
involving and 
stances, even though it does not agree 
the 
Court’s opinion,” adds that it will “con- 


similar facts circum- 


with the generality of some of 
tinue to follow its position as set forth 
in the rationale of the decision . . . in 


Eisinger.” 


Restriction to support 


In the Weil case, the Second Circuit 
stated quite broadly what it conceived 
to be the proper test.1 “The key words 
of the statute are ‘payable for.’ The 
context of Section 22 demonstrates that 
the Congress used this phrase advisedly. 
The wife is not relieved of taxability on 
sums which she in fact expends for the 
support of minor children, but only on 


such sums as ‘the terms of the . . . in- 
strument fix as . . . payable for’ 
that purpose. The statute taxes to the 
wife sums which are available for her 
own use or benefit—whether or not 
she has undertaken to support the minor 
children — and does not tax to the wife 
sums she is required to devote exclusive- 
ly to the support of the children. 

“. . . We hold that sums are ‘payable 
for the support of minor children’ when 
they are to be used for that purpose 
only. Accordingly, if sums are to be con- 
sidered ‘payable for the support of 
minor children,’ their use must be re- 
stricted to that purpose, and the wife 
must have no independent beneficial 
interest therein. This cannot be the case 
if the terms of the instrument contem- 
plate a continuance of the payments to 
the wife after she has ceased to support 
the children.” 


The broader Eisinger test 


In the Ninth Circuit the IRS has 
found such strong support for its view 
that there is little surprise in its an- 
nouncement that it will continue to 
take the position there approved. The 
court there “The general rule 
which we here approve is that, when the 
settlement agreement, read as a whole, 
discloses that the parties have earmarked 
or designated or apportioned or allo- 
cated the payments to be made, one part 
to be payable for alimony and another 
to be payable for the support of 
children, with sufficient certainty and 
specificity readily to determine which is 
which, without reference to contingen- 
cies which may never come into- being, 
then the ‘part of any periodic payment’ 
has been fixed ‘by the terms of the 


said, 


1 Section 22(k) of the 1939 Code (Section 71(b) 
of the 1954 Code) reads, “ - periodic pay- 
ments ... in discharge of . . . a legal obligation 
which, is imposed upon husband .. . shall be in- 
cludible in the gross income of such wife. . . . 
This subsection shall not apply to that part of 
any such periodic payment which the terms of 
the decree or written instrument fix, in terms of 
an amount of money or a portion of the pay- 
ment, as a sum which is payable for the support 
of minor children of such husband.” 


decree or written instrument and satis 
fies the statutes and Regulations.’ ” 
The very language of this cour 
comment on the Weil case is echoed jy 
the IRS announcement. The court cop. 
mented that Eisinger’s appeal relic 
“largely on a recent decision by Judg 
Medina in the Second Circuit, Weil. ., 
We agree with it, in its application 9 
the law to the facts of that case, but do 
not find the legal position there taken 
applicable herein, nor do we agree with 
the generality of some of its language.” 


The present IRS stand 


The IRS announcement emphasized 
the factual differences between the two 
cases. Although in both one amount was 
payable to the wife for her own suppor 
and for the support of minor children, 
“In the Weil Case,” the IRS said, “the 
only designation of any specific portion 
of the payments allocated for the sup 
port of the children was contingent on 
the wife’s remarriage. . . . In the Eisinger 
case the payments were to be reduced 
by one-fourth when either of the two 
children reached majority or died, and 
to be reduced by one-half if the wife 
remarried. The court held,” the IRS 
continued, “that the Eisinger agreement 
allocated the payments between alimony 
and support for the children with sufi- 
cient certainty. It distinguished the Weil 
case on factual grounds, noting that the 
Weil agreement earmarked a specific 
sum for the support of the children only 
upon a remarriage of the wife, an event 
which might never occur.” 

This announcement unfortunately 
gives no indication of what the IRS 
would consider to be “sufficient cer- 
tainty and specificity” to support alloca- 
tion. Certainly the Second Circuit would 
require a common-sense approach. “A 
strained or unnatural construction,” it 
said, “should not be allowed to shift the 
tax burden from the husband to the 
wife.” * 


T & E in the theater; what is 
necessary for the celebrity? 


‘THERE’S NO BUSINESS like show business. 
Recently three well-known personalities 
in the entertainment world, who were 
obviously unsuccessful in convincing the 
Commissioner of the truth of the above, 
have had to resort to the Tax Court to 
settle the tax consequences of their show- 
business activities. 

Harold Arlen (Docket No. 76130) has 
been a prolific composer of theatrical 
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music for the legitimate theater, radio, 
television, night clubs and motion pic- 
tures. Under ASCAP rules, his income 
increases with increases in the number 
of times his works are performed. Ac- 
cordingly, he considered it necessary to 
promote his works extensively by enter- 
taining producers, performing artists, 
“disc jockeys,” recording company per- 
sonnel, etc. He made frequent appear- 
ances in night clubs and traveled wide- 
ly. He claimed some $25,000 for these 
activities in 1955; the Commissioner dis- 
allowed approximately half for lack of 
substantiation and added that they are 
not ordinary and necessary expenses. 
Monte Proser (Docket No. 76238) de- 
scribes himself as a professional show- 





Alimony deductible though applicable 
to periods prior to the divorce. Some of 
the payments taxpayer made to his wife 
after their divorce applied to periods 
prior to the divorce. The court holds 
that they are includible in the wife’s in- 
come since the Code treats payments re- 
ceived after the divorce as alimony. It 
follows that they are, therefore deduct- 
ible by the husband as alimony. DeWitt, 
31 TC No. 59. 


Premiums paid on life insurance held in 
trust not allowed as alimony. Taxpayer 
in a separation agreement promised to 
$300 a 
death or remarriage. As security he as- 
signed to a trust a $35,000 life insurance 
policy. The court finds that the insur- 
ance premiums paid by taxpayer were 


pay his wife month until her 


not amounts “received” by the wife, and 
consequently they are disallowed to the 
husband as alimony deductions. Kinney, 
PCM 1958-209. 


Payments were alimony. although called 
a property settlement. An agreement be- 
tween taxpayer and his wife which was 
incorporated in the divorce decree pro- 
vided for periodic payments to the wife 
and also provided for a waiver of any 
right to alimony. Although the payments 
were labeled a property settlement, the 
court finds that the parties intended 
them for the wife’s support. They are de- 
ductible as alimony. Guggenheim, DC 
Calif., 12/4/58. 


Casualty loss allowed in full. A claimed 
loss in the amount of $12,500 for storm 
damage to a shore residence is allowed 


New decisions affecting individuals 


man whose business is the promotion 
and management of theatrical and en- 
tertainment ventures, including night 
clubs. During 1951, he advanced some 
$71,000 to the corporation which op- 
erated the night club, “La Vie en Rose.” 
The issue contested is whether this ad- 
vance was a business or non-business bad 
debt. 

John Perona (Docket No. 76193), the 
operator of the night club, “El Moroc- 
co,” is embroiled in litigation with re- 
spect to the Commissioner’s contention 
that, as a result of withdrawals of cor- 
porate funds from the El Morocco Cor- 
poration, he realized taxable income in 
the years 1948 through 1951, inclusive, 
which was not reported by him. w 


in full. Taxpayer introduced the de- 
position of a local realtor and appraiser 
to establish the amount of the loss, and 
the Commissioner offered no evidence in 


opposition. Little, 31 TC No. 65. 


Private unemployment benefits may be 
taxable income. A private unemploy- 
ment fund was established by individuals 
engaged in a certain industry. Par- 
ticipants choose the class of membership 
they make payments into the 
fund and are entitled to specified bene- 
fits when unemployed. The benefits are, 
the IRS rules, gross income to the re- 
cipient to the extent they exceed contri- 
butions him to the fund. 
Amounts paid into the fund are not de- 
ductible by the contributors. Rev. Rul. 
59-5, 


wish, 


made _ by 


Hawaiian retailing privilege tax de- 
ductible by consumers. The privilege tax 
on certain retailing imposed by the Ter- 
ritory of Hawaii under Section 117- 
14.6(b) of Act 1 of the Special Session 
of 1957 is deductible by consumers as a 
“state or local” sales tax. Rev. Rul. 58- 
564. 


Donee can deduct legal fees in gift tax 
controversy. Taxpayer's mother made 
him a gift of securities; he retained an 


attorney to contest the Government’s 


valuation of the securities in computing 
his mother’s gift tax liability. The dis- 
trict court noted that taxpayer's interest 
in this valuation is clearly shown by (1) 
his contingent liability for the tax if the 
donor does not pay, (2) the tax lien on 
the securities in his hands, and (3) his 
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concern over possible estate tax valua- 
tion problems for similar securities he 
owned. It allowed taxpayer a deduction 
for this legal fee as an ordinary and 
necessary expense in connection with 
the determination, collection or refund 
of any tax under Section 212(3) of the 
1954 Code. This court affirms without 
opinion. Bonnyman, CA-6, 12/16/58. 


*Strike benefits not taxable. During the 
long strike against the Kohler Company, 
the United Auto Workers paid weekly 
benefits based on personal need to the 
strikers. The benefit payments were 
made whether the strikers were union 
members or The trial court sub- 
mitted to the jury the question whether 
the payments were non-taxable gifts, but 
held they were taxable despite the jury’s 
verdict favorable to taxpayer. This court 


not. 


reverses. The payments, based solely on 
need, were a form of charity and a gift. 
An old IRS ruling to the contrary does 
not have the force of law despite re- 
peated re-enactment of the revenue laws 
because it was not shown that the ruling 
was ever called to the attention of 
Congress. One dissent: the payments 
were consideration for not working, that 
is, staying on strike, and should there- 
fore be taxable. Kaiser, CA-7, 12/22/58. 


The IRS clarifies its position on treat- 
ment of Armed Forces disability pay as 
excludible sick pay. The Regulations ap- 
plicable to all sick pay provide that pay- 
ments are excludible only if the absence 
is in fact due to injury or sickness. So- 
called sick pay continued through the 
employer's ignorance or disregard of re- 
covery is not excludible. Taking a job 
with an outside employer is a fact to be 
considered in deciding whether or not 
the pay is really for sickness or injury. 
And the Regulations also provide that 
an employee is not absent from work 
(and thus qualified for excludible sick 
pay) if he does any work for his em- 
ployer. Applying these principles to 
members of the Armed Forces, the IRS 
notes that disability may in some situa- 
tions mean inability to perform the 
duties required of the special service, 
but not disability to perform ordinary 
work. If a person on disability pay ac- 
cepts employment, that will not in itself 
affect the tax status of his disability pay. 
However, if he accepts other employ- 
ment with the U. S. Government, then, 
under the Regulation, he cannot treat 
his disability pay as excludible. Rev. 
Rul. 58-599. 
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Professional tax practice 


AND PROFESSIONAL 


AFFAIRS OF LAWYERS & ACCOUNTANTS 


NY Bar, CPAs form joint group to act on 


violations of national rules on tax practice 


a New York State Bar Association 
and the New York State Society of 
Certified have 
agreed to form a Joint Practice Commit- 
tee to investigate all alleged violations 
of principles adopted in 1951 by the 
National Conference of Lawyers and 
Certified Public Accountants as a guide 


Public Accountants 


to the tax work that may properly be 
undertaken by the lawyer and _ that 
which may properly be undertaken by 
the CPA. 


an investigatory body and the composi- 


The decision to create such 


tion and powers of the committee are set 
forth in a statement prepared by mem- 
bers of both professional groups. After 
investigation of an alleged violation, 
the Joint Practice Committee to be set 
this will state 
whether in its opinion there has been 


up under agreement 
improper conduct. Thereupon the Bar 
Association or the State Society of CPAs, 
depending upon the profession of the 
violator, will take appropriate action. 
It is also agreed that neither professional 
organization will institute or participate 


in litigation without first submitting any 
dispute to the Joint Practice Committee 
for action. 

The committee which developed the 
Joint Statement consisted of the follow- 
ing members from the New York State 
Bar Association: Ralph M. Andrews, 
Chairman, Buffalo; George Cleary; 
Charles L. Kades; Joseph H. Murphy, 
Syracuse; Leslie M. Rapp and Weston 
Vernon, Jr. 

The New York State Society of Certi- 
fied Public Accountants’ representatives 
on the committee were: John W. 
Queenan, Chairman; Henry E. Greene; 
Charles A. Hoyler; Sidney B. Kahn; 
Leslie Mills; Mel D. Moersh; Maurice 
W. Powers, Syracuse; Mark E. Richard- 
son and David Zack (all of New York 
City unless otherwise specified). 


What the Statement says 

Because of the large number of 
readers who will want to study the State- 
ment carefully, we print here the com- 
plete text: 


Joint Statement Relating to Practice in the Field of Taxation 


Promulgated by the New York State Bar Association 


and the New York State Society of Certified Public Accountants 


“The intricacies of both our Federal 
and state tax systems more and more de- 
mand the professional services of lawyers 
and certified public accountants. While 
the primary function of the lawyer is 
to advise the public with respect to legal 
implications involved in tax matters and 
the certified public accountant has to do 
with the accounting aspects of them, fre- 
quently the legal and accounting phases 
are so interrelated, interdependent or 
overlapping that they are difficult to dis- 
tinguish. In 1951, the National Confer- 
ence of Lawyers and Certified Public Ac- 
countants considered these problems and 
adopted a Statement of Principles as a 
guide for both professions in dealing 
with them. The New York State Bar As- 
sociation and the New York State Society 


of Certified Public Accountants concur 
in and ratify that Statement. 

“As pointed out in the Statement of 
Principles, in some areas clear lines of 
demarcation are possible between the 
professional services which should be 
undertaken only by a lawyer and those 
which should be undertaken only by a 
certified public accountant. For instance, 
only a lawyer may prepare legal docu- 
ments such as agreements, conveyances, 
trust instruments, wills, corporate min- 
utes or give advice as to legal sufficiency 
or effect of any such instrument or take 
the necessary steps to create, amend or 
dissolve a partnership, corporation, trust 
or other legal entity. It is equally clear 
that only an accountant may properly 
advise as to the preparation of financial 


statements included in reports or sub 
mitted with tax returns or as to account 
ing methods and procedures. 

“In other areas it is settled that cep 
tain matters are within the competeng 
of both professions. This is true for ip 
stance in the preparation of Federal ip. 
come tax returns, although it is recog 
nized by both professions that, if a sub 
stantial question of law or accountang 
arises in the preparation of a retum, 
it should be referred to a member of the 
appropriate profession. 

“In the large areas in the tax field 
where the legal and accounting aspects 
are interrelated and overlap, it is often 
in the public interest that the services 
of both professionals be utilized. In 
deed, experience has shown that a law. 
yer and a certified public accountant 
working together on behalf of a common 
client in the tax field constitute a very 
effective team. When the lawyer and 
accountant have joined hands in the 
preparation and presentation of a cas 
before the IRS, the taxpayer is most 
effectively represented. It is not in 
tended, of course, that the services of 
both a lawyer and a certified public ac 
countant need: be utilized in matters 
which do not involve uncertainties as to 
legal or accounting questions or in mat- 
ters of minor significance, particularly 
where litigation is not indicated. 

“The services of a lawyer should be 
obtained in connection with the organ 
ization of corporations, effecting corpo 
rate reorganizations, the creation of 
partnerships and trusts, the setting-up of 
pension and profit-sharing trusts and the 
like, since in these matters there are in- 
volved not only very complex tax sta 
tutes but also substantial non-tax legal 
problems under State law. On the other 
hand, the services of a certified public 
accountant should be obtained in con- 
nection with the accounting problems 
and effects of the organization and re 
organization and development of corpo- 
rations, partnerships, and trusts, includ- 
ing pension and profit-sharing trusts; 
with the accounting problems involved 
in income determination, such as ques 
tions relating to operating losses, earn- 
ings and profits, surplus accumulations 
and the like; and in those matters re 
quiring the experience and training of 
the certified public accountant in the 
fields of financial and operational plat 
ning. 

“In those cases where it is importamt 
to the client’s cause that a client's com 
munications remain privileged, it may 
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well be imperative that the lawyer bear 
4 rather larger share of the total re- 
sponsibility for a matter than would 
otherwise occur in deference to the rule 
that certain communications by a client 
to a lawyer are privileged while those to 
an accountant are not. In criminal tax 
investigations, the services of a lawyer 
should be obtained to protect the legal 
and constitutional rights of the client. 


Procedure for amicable solution 

“The New York State Bar Association 
and the New York State Society of 
Certified Public Accountants each shall 
designate three of its members and, in 
addition, two or more alternates, to con- 
stitute a joint committee to be known as 
the ‘Joint Practice Committee of Law- 
yers and Certified Public Accountants.’ 
The committee shall investigate disputes 
involving lawyers or certified public ac- 
countants in which it is alleged that a 
lawyer is or has been practicing account- 
ancy or that a certified public account- 
ant is or has been practicing law. When 
any such alleged improper interprofes- 
sional conduct by either a lawyer or a 
certified public accountant comes to the 
attention of either the Association or the 
Society, it shall be referred for action to 
the Joint Practice Committee. 

“The Committee at its initial meeting 
shall designate a chairman from among 
its members to serve for one year. 
Thereafter the chairman shall be desig- 
nated in alternate years by the Associa- 
tion and the Society. 

“The chairman shall, as soon as may 
be practicable, arrange for a full and im- 
partial investigation of any matter prop- 
erly referred to the committee, or, if 
the chairman becomes aware of any such 
action with re- 


cases, he may 


initiate 
spect thereto. 


The 
] 


discretion, may refer said allegations for 


chairman, in _ his 


investigation to a subcommittee con- 
sisting of not less than one lawyer mem- 
ber and one accountant member but the 
report for any such subcommittee shall 
in all cases be submitted to the full joint 
committee for final action. Final action 
of the joint committee shall be taken 
only at a meeting at which a quorum is 
present. A quorum shall consist of six 
members, three of whom shall be lawyer 
members and three of whom shall be ac- 
countant members. If any lawyer mem- 
ber of the joint committee declines or 
lor any reason is unable to serve at any 
meeting of the committee at which a 
quorum is required, a lawyer alternate 
shall serve in his place. If any account- 


ant member of the joint committee de- 
clines or for any reason is unable to 
serve at any such meeting, an account- 
ant alternate shall serve in his place. 
The joint committee shall make a report 
on each case to the President of the Bar 
Association and to the President of the 
Society of Certified Public Accountants 
which shall consist of a statement of the 
facts of the case, the committee’s opinion 
(if concurred in by a majority of those 
members expressing an opinion) as to 
whether there has been improper con- 
duct, and shall include any comment or 
recommendation which the committee 
deems advisable. If any member of the 
joint committee refrains from acting in 
the case, or dissents, the report shall so 
state and shall include any separate re- 
port which such member elects to file. If 
the allegations are made against a law- 
yer, the President of the Bar Association, 
upon the receipt of the report of the 
joint committee, shall take appropriate 
action. If the allegations are made 
against an accountant, the President of 
the Society of Certified Public Account- 
ants, upon the receipt of the report of 
the joint committee, shall take appro- 
priate action. 

“Upon the final disposition of any 
such case by the New York State Bar 
Association or the New York State So- 
ciety of Certified Public Accountants, as 
the case may be, the proper officers of 
such organization shall advise the other 
organization, the chairman of the Joint 
Practice and the National 
Lawyers and Certified 


Committee 
Conference of 
Public 
reached and action, if any, taken. Upon 
the request of the chairman of the Joint 


Accountants, of conclusions 


Practice Committee, the Association or 
the Society, as the case may be, before 
which a case is pending will advise him 
with respect to the status of such case. 

“The Joint Practice Committee, or 
any subcommittee thereof, shall have the 
right to interview or invite an expres- 
sion as to the facts from the person or 
persons against whom allegations have 
been made, or from any other person, 
who, in the opinion of the committee 
or subcommittee, may have knowledge 
of any material facts. 

“These procedures are intended to 
provide voluntary means for the amic- 
able solution of any controversies which 
may arise between the two professions. 
To this end it is agreed that, insofar as 
may be compatible with law and except 
where necessary to protect its rights in 
any neither the 


case, Bar Association 
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nor the Society of Certified Public Ac- 
countants will institute or participate in 
litigation or a dispute involving the in- 
terests of the two professions without 
first submitting such question to the 
Joint Practice Committee. 

“Since the purposes of this statement 
are to encourage co-operation and to 
avoid conflict, litigation and public dis- 
pute between the professions, it is the 
intention that, insofar as possible, the 
approach to individuals concerned shall 
be educational and persuasive, and that, 
insofar as may be compatible with law, 
action resulting from decisions reached 
by the Joint Practice Committee shall 
not be punitive in nature, but shall be 
designed to settle amicably existing con- 
troversies and to provide guidance in 
avoiding situations leading to future 
controversies. 


Conclusion 


“This statement does not purport to 
deal with the whole relationship be- 
tween the two professions nor to provide 
an answer to every problem that exists. 
or may arise. It is intended to point the 
way to better understanding between 
the professions, to promote in the public 
interest greater collaboration between 
lawyer and certified public accountant 
and to provide machinery for dealing 
amicably and constructively with con- 
troversies as they arise.” w 


IRS cracking down on hand- 
written, duplicated returns 


Two sTaTE societies of CPAs are warn- 
ing their members (through their mem- 
bership bulletins) that the IRS is grave- 
ly concerned over failure of many prac- 
titioners, mostly accountants, to comply 
with rules for filing of handwritten and 
machine-duplicated returns. The Penn- 
sylvania Institute of CPAs first advised 
its members; District of Co- 
lumbia Institute pursued it further. 
“We have heard rumors indicating 
that the IRS may be contemplating a 


then the 


reversal of its policy of accepting repro- 
ductions of tax returns filled out in long- 
hand,” said the D. C. Institute. “Many 
of our members have switched almost 
100% to one reproduction process or 
another, and are considerably alarmed 
at the thought of returning to former 
typing methods. 

“We have checked into the matter and 
find that there is cause for alarm, but 
not on the basis rumored. The issue is 


not one of reversing established policy; 
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rather, it is one of enforcing it. Repeat- 
ed and continuing violations of condi- 
tions and specifications under which 
longhand returns may be reproduced 
and filed are fast bringing a showdown.” 
The D. C. report continues as follows: 


Reproduction processes, service policy 

Once a year, the Service carefully re- 
States its policy as to reproduced re- 
(See Rev. Pro. 57-39, IRB No. 
47, November 25, 1957 for 1957 returns, 
and Rev. Pro. 56-39, CB 1956-2, 1404 
for 1956 returns.) Despite this, consider- 


turns. 


able confusion exists as to the ground 
rules. 

Instead of approving or disapproving 
specific equipment and processes, the 
Service lays down conditions and speci- 
fications which the end-product, the re- 
produced return, must meet. If those 
conditions and specifications can be sat- 
isfied, any equipment or process will be 
acceptable. 


Conditions and specifications 


Here are the conditions and specifica- 
tions, all of which are clearly spelled 
out in the Revenue 


annual Procedure 


referred to above: 
1. Reproductions must be facsimiles 
of the official 


2. Reproductions must be on paper 


form. 


substantially the same weight and tex- 
ture and of a quality at least as good 
as that used in the official form. 

3. Reproductions must substantially 
duplicate the colors of the official form. 

4. Reproductions must have a high 
standard of legibility, both as to original 
form and as to filled in matter. 

5. Where a perforation appears on a 
page, reproductions must be on 
properly perforated paper of substan- 
tially the same weight and texture as 
that used in the official form. 

6. Except for nominal tolerances per- 
mitted respect to Form 1040, 
Schedules C, D and F of Form 1040, and 


Form 


with 


1040-ES, reproductions must be 
the same size as that of the official form, 
both the 
paper and the image reproduced there- 
on. 

7. While it is preferred that both 
sides of the paper be used in making 
reproductions, the same 
page arrangement as that of the official 
form, the Service will not object if only 
one side of the paper is used or if re- 
production has a different fold than 
that provided on the official form. 

8... . All signatures on forms to be 


as to over-all dimensions of 


resulting in 
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filed with the District Director of In- 
ternal Revenue must .be original signa- 
tures, affixed subsequent to the repro- 
duction process. 

Reproductions meeting the above re- 
quirements may be used without prior 
approval of the Service. However, if 
specific approval of a reproduction is 
desired, a sample of the reproduction 
should be sent by letter to the Com- 
missioner of Internal Revenue, Atten- 
tion O:C:PF, Washington 25, D. C., for 
consideration. 


Service remedies for failure to comply 

The IRS in its statement of policy re- 
garding reproduced returns, has made 
three reservations for the purpose of 
dealing with returns which do not satis- 
fy all of the conditions. Those reserva- 
tions are: 

1... . the right to reject any repro- 
ductions with poor legibility . . ., 

2. the right . . . to withdraw the bene- 
fits of this procedure from any firm or 
individual . . 

3. the right... 
which fails to meet those standards. 

In the past, the Service has been leni- 
ent, and although occasionally there 
have been questions as to certain repro- 
duction processes, we are not aware of 
any instance among our membership of 
either a rejected reproduction or of an 
individual's or firm’s having been singled 
out and denied the benefits of the re- 
procedure. However, the 
honeymoon may be over! 


and 
to reject any process 


production 


Violations and corrective measures 


We understand that the Service across 
the country is aroused by continued 
violations of the reproduction condi- 
tions, the principal offenses being: (1) 
lack of legibility, (2) wrong color for 
return, and (3) poor quality paper and 
wrong weight or size. 

Accordingly, we understand that an 
announcement by the National Office 
may be in the making and that, in any 
event measures will be definitely taken 
to insure compliance with the prescribed 
procedures. The Service need only ap- 
ply the reservations set forth in its pol- 
icy. 

The consequences of a rejected repro- 
duction may involve these points: (1) 
failure to file a return, (2) delinquent 
returns, and (3) penalties attending fail- 
ure to file and delinquent filing. We 
hesitate to mention the embarrassment 
which would result were individuals and 
firms singled out and denied reproduc- 






tion privileges for the returns they pr 
pare. 
From our standpoint, the remedy j 
obvious. Immediate steps must be take 
to correct all deficiencies in future 
turns. Legibility is fundamental. [leg 
bility cannot be condoned on any basis 
As to color, weight and size of paper - 
failures in those areas may not be cop 
doned either. As CPAs, we are proud of 
our association with the Service. Let 
not permit our failures to mar our re 
ord of co-operative accomplishment. 
Many practitioners prepare returns by 
including all details, reproduced 
otherwise, inside a copy of an offical 
return form. The first page of the official 
form is ordinarily completed in typing 
as to (1) name and address of the ta 
payer, (2) answers to questions, (§ 
amount of taxable income or loss, and 
(4) amount of tax due, and it is signed 
by the taxpayer. Otherwise, however, 
the form is blank and serves as a jacket, 
all other required details and inform. 
tion being included inside the form in 
reproduced return pages and schedule 












































































































































































Legibility the test 





Returns so prepared are not repr 
duced returns; therefore, the reproduc 
tion conditions and specifications cited 
above do not as a general rule apply. 
However, the legibility requirement ap 
plies to all reqitired details as well a 
to the return whether or not reproduced, 
and it is doubtful that the jacket type 
return will be acceptable if the detail 
contained within are illegible. 















Your editors observe a much expanded 
use of tax return duplication by ma 
chine during the past two years. After 
several years of experience with the IRS 








rules (as well as state taxing authorities 
rules) practitioners are gaining conf 
dence that they can obtain the benefits 
of mechanical reproduction without fear 
of rejection by the Service. This com 
fidence has increased to a point of laxity, 
however, makes the 
warning reported above. 
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Machines for reproducing tax forms 
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have also improved in recent months 
In terms of price of machine and eas 
of operation, the use of machine-dupl: 
cated returns is vastly easier than it was 
seven or eight years ago, when early ex 
periments were being made. Many prat 
titioners now find that the saving i 
typing and proof reading of returns that 
is afforded by the use of machines is4 
great boon, especially during the buy 
season. % 
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MULATIVE INDEX TO CURRENT TAX LITERATURE 


s cumulative index of all significant current practical tax material 


blished monthly. It covers books, periodicals and pamphlets pub- 


d during the past four to six months (including The Journal of 


ation). It includes a subject index; index to cases, Rulings and 


¢ sections; author index, and will in January and July include a 


of names and addresses of all publishers whose material is in- 


od. References which are removed after six months will ultimately 


ublished in pamphlet form, cumulating for several years. 
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Tax Laws: 
(Englewood Cliffs, 


1938- 


of Income, 


(New York, 
$10 ($8.50 on subscrip- 


Library) 


charts of justification of attempted 
assignments and findings 

Surrey S S & Warren W C, Federal In- 
come Tazxation, Foundation Press, 
Inc., (Brookiyn, 1955) $10.50 

1958’s Major Income Tax Act—Law 
and Explanation, Commerce Clearing 
House (Chicago, 1958), 12%pp, $1.50 

Corporation 1959 Filled-in Tax Return 
Forms for 1958 Income, Commerce 
Clearing House (Chicago, 1958), 56pp 
$2.00 

Individual’s 1959 Filled-in Tax Return 
Forms for 1958 Income, Commerce 
Clearing House (Chicago, 1958), 
48pp $1.00 

Federal Taxes 1959, Commerce Clearing 
House (Chicago, 1958), 1,248pp $17.50 

Tax Ideas Manual, Prentice-Hall, (En- 
glewood Cliffs) 1958, 1280pp 

Tax Planning under the New Regula- 
tions, The Journal of Taxation, (New 
York, 1957) 194pp, $4.95. 14 papers 
from the 3rd Annual Institute on 
Taxation conducted by the Texas So- 
ciety of CPAs with the cooperation 
of the Univ. of Houston. 


ACCOUNTING—BOOKS 


Boughner, How to Save Taxes Through 
Proper Accounting, Prentice-Hall, 
(Englewood Cliffs, 1954) 310pp $5.65 


Greenfield H & Griesinger F K, Sale- 
Leasebacks and Leasing in Real Estate 
and Equipment Transactions, Me- 
Graw-Hill (New York, 1958), 107pp, 
$15.00. Business, tax, legal and ac- 
counting factors analyzed 

Herzberg, Saving Taxes Through Capi- 
tal Gains, Prentice-Hall, (Englewood 
Cliffs, 1957) 430pp $12.50 

Stanley, New Rapid Tax Depreciation: 
How to Use It Profitably, Prentice- 
Hall (Englewood Cliffs) 


ACCOUNTING—ARTICLES 

IRS private ruling holds that rent paid 
for county-owned factory under Miss- 
issippi industry incentive program 
(BAWI) must be spread over life of 
lease, Jones S N, 30MissLJ10, Dec58, 
8pp 

Tax planning at the end 
Taxes988, Dec58, Spp 

change of method 


Analysis, criticism of proposed Regula- 
tions especially adjustments required 
of taxpayers with inventories who 
erroneously used the cash basis. Shan- 
non G F 10JTAX94, Feb59, 4pp 

Alternatives facing wrong-basis tax- 
payer under 1958 law, Shannon G F 
9JTAX272, Nov58, 2pp 


ALIMONY 

IRS announces it will separate identifi- 
able child support from alimony, 10 
JTAX184, Mar59, 1p 

ANNUITIES 


Intra-family sale of assets for an an- 
nuity seen as saving tax; income, 
estate, gift tax treatment of each 
party analyzed, McGiveran B S & 
Lynch W B, 13CLUJ14, Winter58, 
12pp 


AUTHORS 


Author has few specific tax advantages 
but cases show some success in 
spreading burden, translating income 
into capital gain, Bierman J D, 1957 
SymPrinceTaxIns95, 22pp 

How to spread author’s income back as 
well as forward, Gelband J F, 10 
JTAX105, Feb59, 4pp 


CAPITAL GAINS AND LOSSES 


Evaluation of Lake decisions as throw- 
ing light on definition of capital 


of 1958, 36 


gains, Smith A P, 10JTAX25 Jan59, 
2pp 


Brief comments summarizing the meth- 
ods available for converting into capi- 
tal the accumulated earnings of close 
corporation, earnings potential of real 
estate, other investments, Stock, L O, 
1957SymPrinceTaxIns144, 10pp 

Difficulties foreseen in application of Sp. 
Ct. Lake opinion to complete disposi- 
tions, 72HarvLR109, Nov58, 7pp 


COLLECTION OF TAXES 

liens 

Assistant to Regional Counsel explains 
Supreme Court cases dealing with 
Federal tax liens, Felton H W, 37 
Taxes45, Jan59, 16pp 


Ass’t Chief Counsel explains IRS view 
on present law of tax liens. Urges 
cautious, unemotional attitude toward 
changes. Best first step would be a 
restatement of present law, prepared 
by law schools, Reiling H T, 36Taxes 
978, Dec58, 10pp 

Members of special ABA Committee on 
Federal tax liens review present law 
and proposed changes; transcript of 
panel discussion at the Corporation 
Section meeting August 1958; ques- 
tions from floor and answers included, 
Williams et al, 14BusLaw12, Nov58, 
50pp 

Sp. Ct. Ball decision, 
lien to contractual, 
tending “inchoate”’ 
StJLR57, Dec58, 3pp 


transferee liability 

Explanation of Stern, Bess cases, Bar- 
ton W E, 37Taxes9, Jan59, 10pp 

Stern, Bess decisions analyzed; may be 
abused to thwart income tax collec- 
tion yet preserve insurance for bene- 
ficiaries, Grayck M D, 14TaxLR137, 
Nov5&, 15pp 

Stern, Bess cases show need for legisla- 
tion to provide uniform result 
whether or not lien attaches before 
death, 57MichLR285, Dec58, 3pp 

Stern case analyzed; approved as per- 
mitting states to perfect their exemp- 
tion policies as socially desirable, 107 
UPennLR290, Dec58, 5pp 


COMPENSATION 


Unqualified plan for deferred compen- 
sation is best if unfunded; should 
include real contingencies, Pomeroy 
H, 10JTAX110, Feb59, 2pp 

Deferred benefits an undue tax ad- 
vantage to executives; earned income 
credit seen as only practical help to 
others, Schulman R A, 1957SymPrince 
TaxIns67, 16pp 

Comments on various fringe benefits 
allowable, Weisbard G L, 10JTAX54, 
Jan59, 4pp 

Non-qualified deferred plans with par- 
ticular reference to life insurance 
funding, examples; tax aspects men- 
tioned, Lynch W B 12CLUJ305, Fall 
58. 2lpp 


CORPORATIONS—BOOKS 


Anthvine R, Corporate Tax Election to 
Pass Income and Loss to Shareholders, 
Practicing Law Institute (New York, 
1958) 44pp, $2. Analysis by 11 
lawyers presented at October 1958 
forum, as revised by the editor 

Holland, Daniel M, The Income-Tax 
Burden on Stockholders, Princeton 
University Press (Princeton, 1958), 
24lpp, $5.00. 

Surrey S S, Income Tax Problems of 
Corporations and Shareholders, The 
American Law Institute ( Philadelphia, 
1958) 74pp. This annual report of 
the American Law Institute tax pro- 
ject sets out the current tentative 
news of the ALI tax staff on changes 
that are needed in taxation of corpo- 
rate distributions, terminations, re- 
organizations, loss-carryovers, multi- 
ple corporations, attribution rules, 
debt financing. 

Holzman R S, Corporate Reorganiza- 
tions, The Ronald Press Co., (New 
York, 1955-revision 1956) 487pp. 
$15.00 

Holzman R S, The Tax on Accumulated 
Earnings, The Ronald Press Co. (New 
York, 1957) 136pp, $10.00. (Tax 
Practitioners Library). Analysis of 
practically every case on this issue. 

Lore, M M, Thin Capitalization, The 
Ronald Press, (New York, 1958) 


preferring tax 
criticized as ex- 
rule too far, 33 


26l1pp, $10.00. (Tax Practitioners Li- 
brary). Features charts setting forth 
the factual situation in each case 
and taxpayer’s argument against the 
finding. 

Molloy R T, Federal Income Taxation of 
Corporations, Committee on Continu- 
ing Legal Education, (Philadelphia, 
1957) 

Sarner L & Howell C M, Organizational 
Problems of Small Businesses, Com- 
mittee on Continuing Legal Education, 
(Philadelphia, 1956) 204pp, $3.00 

How to Organize the Close Corporation 
to Minimize Taxes, The Journal of 
Taxation, (New York, 1957), 96pp, 
$2.00. Practitioner’s Guide No. 4. 


CORPORATIONS—ARTICLES 


An over-all look at how tax incentives 
and deterrents affect business choices: 
debt v. equity, foreign trade, mergers 
with loss companies, Casey W J, 
1957SymPrinceTaxIns1$1, 13pp 

Analysis of attribution rules, and how 
they work; proposals for simpler and 
more equitable rules, Ringel F, Surrey 
S & Warren W, 72HarvLR209, Dec58, 
55pp 

American Law Institute Tax Project; 
problems considered, 1956-58, tenta- 
tive staff recommendation of best tax 
policy on corporate organization, re- 
organization, dissolution, collapsibles, 
multiples, loss carryovers, debt, at- 
tribution of ownership, Surrey S S, 
14TaxLRI, Nov58, 54pp 


Brief comment on changes made by 

1958 law, Salwen L B, SSNYCPASSI, 
Dec58, Ipp 

Brief survey of Code provisions and 
judicial decisions which ignore the 
corporate entity and treat stock- 
holders as direct owners of corporate 
property, 47KenLJ86, Fall58, 6pp 


accumulated earnings tax 


Analysis of issues raised in cases since 
1954; practical discussion of close 
corporation planning for redemption, 
esp installment purchases, uses of in- 
surance; implication in proposed regu- 
lations that investment even in un- 
related business is acceptable, Altman 
D, 36Taxes933, Dec58, 25pp 

Corporation redeeming stock not neces- 
sarily vulnerable; Tax Court’s one- 
year’s operating-expense test dis- 
cussed, Bachrach J C, 10JTAX84, 
Feb59, 4pp 

Tax Court attitude as shown in Pelton 
Steel, on accumulated earnings 
threatens stock redemption plans, 
Frost F D 9JTAX824, Dec58, 6pp 

buy-sell agreements 

Summary of tax problems, Kimbrough 
AR, 97Tr&Est925, Oct58, 4pp. Also 
in Proced. Section Real Prop. Pro- 
bate, Trust Law ABA 

Tax hazards esp. accumulated earnings 
penalty, dividends to others (written 
before Holsey reversal), 20UPittLR66, 
Fall58, 19pp 

close 


Transactions between stockholders and 
close corporations that have been held 
dividends; cases analyzed, proposals 
for change evaluated, Brafford W C, 
Part I, 46KenLJ515, Summer58, 28pp; 
Part II, 47KenLJ17, Fall58, 29pp 

Review of tax problems facing typical 
close corporation as it grows, T'eschner 
R 10JTAX13, Jan59, 4pp 

collapsible 

Courts, interpreting the badly drawn 
law, are going beyond the intent of 
Congress. Recent cases elaborately 
analyzed, compared. 1958 Law (Sub- 
chapter S and new 341(e)) grant re- 
lief most arbitrarily. Hasty legisla- 
tion, bad draftsmanship make inter- 
relation of these complicated provi- 
sions incomprehensible, Azelrad I I, 
36Taxes893, Dec58, 26pp 

Exposition of 1958 change in law 
Schueller H H, 23NYCPA875, Dec58, 
6pp 

Recent cases critically and extensively 
analyzed, Donaldson J B, 36Taxes777, 
Nov58, 10pp 

Regulations analyzed, criticized as un- 
warranted, Wilkins T M TulTaxInst 
511, 1958, 29pp 


Court Holding problem can arise on 
liquidation of collapsible corporation 
though asset was held for 3 years, 
9JTAX270, Nov58, Ip 












os since Lewis limit its application, 
pJTAX182, Mar59, 2pp 
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elderly ficates; care in tax accounting urged, 
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EIGN—BOOKS 

» and Wender, Foreign Investment 
y Taxation—Harvard Law School 
ternational Program in Taxation, 
rentice-Hall, (Englewood Cliffs, 
957) 506pp, $7.50 

s W J, Tax Factors in Basing 
vont ad? Business Abroad, Law 
hool of Harvard University, {Cam- 
;dge, 1957) 178pp, $5.00. Study of 
7S. tax advantages in having in- 
prmediate foreign holding corp. to 
wn stock of foreign operating com- 
anies and of the tax and corpora- 
on laws and exchange controls of 13 
opular “base” companies. 
ernational Tax Agreements, Vol. VII, 
iolumbia University Press, (New 
ork, 1958) 384pp, $2.50, Classified 
ronological listing 
ner S I & Allan H J, Federal Taxes 
ud Foreign Investments, Public 
fairs Press (Washington, 1958) 
App, 50c. Easy to read; no citations; 
troductors 
io A R, & Uckmar V, “he Tax Con- 
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whic: mrers thru tax credits, Western 
itive Hiitemisphere rates, tax deferral pos- 
18: IEE bilities, avoiding surplus here over 
1 Cliffs} 38100,000. Mathematics of extractive 
nd investment company advantages. 
kuthor concludes tax savings are too 
as 4 {all to be an incentive, Kaczmarek 
| Te MZ 47GeoLJ88, Fall58, 18pp 
rf, voony 
iness 
ructive @porations electing to tax corporate 
turers | come to owners must watch source 
BAJEMNt income, esp. FOB on exports, 
JTAX362, Dec58, lp 
’ p. Boggs urges new tax incentives 
>— 8008 r foreign business, 10JTAX159, 
i far59, Ip 
or 
Licago, | pme 
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Brainerd A W & 
TAX33, Jan59, 5pp 
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ited eart - : $ 

.X348, Mapbiguous computation of new credit 
or tax on royalties; solution turns on 


yhether subsidiary profits must be re- 
uced by royalties, Bruinerd A W & 
Vhite V C, 36Taxes821, Nov58, 4pp 
ef history of international attempts 
) avoid double taxation, summary of 


if trade 
ublie, W 


for dedi@rinciples underlying most treaties, 
'- - ang W, 6CANTJ447, Nov-Dec58, spp 
Aorta edit not deferred by contest over 


oreign tax, 9JTAX292, Nov58, 1p 
rent denied tax credit though it was 


liable for subsidiary’s foreign tax, 
ome Teg JTAX291, Nov58, 1p 
on Contin 
Jelphia, AUD—BOOKS 

ter, H G, Tax Fraud: What the 

B ractitioner Needs to Know to Pro- 

_ ect His Client, The Journal of Taxa- 

ccount® tion, (New York, 1957) 96pp, $2.00. 
; makes ticles originally published in The 
e inveeournal of Taxation, “Practitioners’ 
PA29, 3 ide No, 3.” 





Kostelanetz B & Bender L, Criminal 
Aspects of Tax Fraud Cases, Com- 
mittee on Continuing Legal Education, 
(Philadelphia, 1957) $3.00 

Mortenson, E R, Federal Tax Fraud 
Law, Bobbs-Merrill Co., Ine., (In- 
dianapolis, 1958) 

FRAUD—ARTICLES 


Practical advice to lawyer handling 
fraud investigations by IRS, Avakian 
S TulTaxInst349, 1958, 23pp 

Suspension of physician’s license be- 
eause of tax exasion conviction ap- 
proved on theory licensing should up- 
hold general standing of the profes- 
sion, 11VandLR1456, Oct58, 3pp 

Willfulness rule in Palermo criticized 
as too lenient with those who fail to 
pay tax, 18MdLR354, Fall58, 2pp 

net worth 

Brief comments on items entering into 
net worth, bank deposit computations 
of income, Smith G A TulTaxInst331, 
1958, 17pp 

Supreme Court Massei holding ap- 
proved; proof of likely source is not 
necessary if leads are negated, 33St 
JLR161, Dec58, 3pp 

GIFTS 

minors 


Regulations, rulings answer some prob- 
lems on gifts thru custodianships and 
trusts, Lentz H T 9JTAX344, Dec.58, 
2pp 

INCOME—BOOKS 


Lindsay D A & Burford S F, Items of 
Gross Income, Practicing Law Insti- 
tute (New York 1958) 72pp $2.00. An 
exposition of the law, footnoted to 
Code, regulations, cases; covers ex- 
clusions, and income given special tax 
treatment. 

INCOME—ARTICLES 


Taxation of embezzlers. Spilky A H & 
Halprin P, 36Taxes798, Nov58, 5pp 


INSURANCE—BOOKS 
Foosaner S J, Foosaner Tax Uses of 
Life Insurance, Callaghan & Co., 


(Chicago, 1957) 265pp, $8.50 

Harnett, Taxation of Life Insurance, 
Prentice-Hall, (Englewood Cliffs, 
1957) 296pp, $7.50 

How Federal Taxes Affect Life In- 
surance and Annuities, Commerce 
Clearing House, Inc., (Chicago, 1958) 
96pp, $1.50 

INSURANCE—ARTICLES 

IRS to follow Casale reversal, Maier L, 
10JTAX90, Feb59, 1p 

Sale of nearly-matured policy; cases an- 
alyzed, Wiley R A, 36Taxes803, Nov 
58, 2pp 

Sale of nearly matured policy; courts 
differ on capital gain, recent cases 
analyzed, 9JTAX370, Dec58, 1p 

Louisiana law affecting tax planning for 
family, business life insurance, Cahn 
LS TulTaxInst19, 1958 20pp 

Income & estate tax on proceeds at 
death or before; gift tax; easy to read 
survey, Hatfield R F TulTaxInstl, 
1958, 18pp 

IRS drops proposal to include insurance 
in estate tax value of stock redeemed 
under insured buy-sell agreement, 9 
JTAX302, Nov58, lp 

Tax Court denial of interest deduction 
on loans prepaying premiums fore- 
shadows trouble for bank-financed in- 
surance plans devised to obtain tax 
advantage, 10JTAX149, Mar59, 2pp 

Variable annuity; nature, regulatory 
problems; taxation compared with 
mutual funds and ordinary invest- 
ments, 33StJLR118, Dec58, 12pp 

INTERNAL REVENUE SERVICE 

Conference Co-ordinator (Upper Man- 
hattan, NY) discusses agents’ duties, 
powers, problems; valuation section; 
binding rulings, acquiescence policy, 
Olsen A F, 28NYCPA783, Nov58, 
12pp 

INVENTORY——BOOKS 

Butters J K, Effects of Taxation: In- 
ventory Accounting and Policies, Har- 
vard (Cambridge, 1949), 330pp 

INVENTORY—ARTICLES 

CPA comments on difficulty of deter- 
mining cost and market, paucity of 
cases and *lings, concludes that con- 
sistency is most important principle, 
Johnson E C, 36Taxes866, Dec58, 3pp 


INVOLUNTARY CONVERSION 


Examples; exposition of law, Rev Ruls, 
Meyer C TulTaxInst301, 1958, 30pp 





JOINT OWNERSHIP 


Nature of various forms of joint owner- 
ship, income, gift and estate x 
treatment, Laiken G J, 42MarqLRI176, 
Fall58, 17pp 


OIL, GAS AND MINERALS—BOOKS 


Breeding & Burton, Taxation of Oil and 
Gas Income, Prentice-Hall, (Engle- 
wood Cliffs). 

Miller K G, Oil and Gas Federal In- 
come Tazation, Commerce Clearing 
House, Inc., (Chicago, 1957) 352 pp, 
$10.50. Author is an attorney and a 
practicing CPA, a partner in Arthur 
Young & Co. 


OIL, GAS AND MINERALS—ARTICLES 


Analysis litigation culminating in Lake; 
implications of Lake, application to 
oil financing problems; clear, thorough, 
practical, Benjamin & Currier 
T S, 11TaxExec43, 39pp 

Mineral lease brokers; tax problems, 
especially “‘pool of capital’ concept, 
importance of records, capital gains 
possibilities, Hughes A E TulTaxInst 
244, 1958, 20pp 

Capital gains in minerals; sale, lease, 
assignment income; cases analyzed; 
citations to literature, Jewett R K 
TulTaxInst264, 1958, 37pp 

IRS said to be taking position that only 
one payment may be reserved thus 
threatening capital gain on ABC deal, 
Simon S C, 37Taxes61, Jan59, 6pp 

Survey tax problems of investor; various 
interests explained; cases, IRS posi- 
tion critically analyzed; comprehen- 
sive, clear, Stroud E B TulTaxInst192, 
1958, 54pp 

ABC deal still safe under Lake case if 
seller keeps retained payment or sells 
it in toto, 37TexasIR100, Nov58, 4pp 


PARTNERSHIPS—BOOKS 


Aronsohn, A J B, Partnerships, Practi- 
cal Law Institute, (New York, 1957) 
106pp 

Little P., Federal Income Tazation of 
Partnerships, Little Brown & 0., 
(Boston, 1952) 469pp, (with 1957 
bound supplement), $25.00. Unfor- 
tunate that this fine text was not 
revised to include the 1954 Code. The 
separate volume makes correlation of 
old and new cumbersome. 

McDonald D, Dohan D H D & Phillips 
P A, Federal Income Tazation of 
Partners and Partnerships, Committee 
on the Continuing of Legal Education, 
(Philadelphia, 1957) 


Shockey H & Sweeney H W, Taz Effects 
of Operating as a Corporation or 
Partnership, Prentice-Hall, Ine., 
(Englewood Cliffs, 1957) 585pp, $8.50 


Taubman J, The Joint Venture & Tax 
Classification, Federal Legal Publica- 
hme Inc., (New York, 1957) 493pp, 

15.00 


Willis, Handbook of Partnership Tazxa- 
tion, Prentice-Hall, (Englewood Cliffs, 
1957) 585pp, $15.00. The author was 
chairman of the advisory group on 
Subchapter K (partnerships) ap- 
pointed by the House Ways and 
Means Subcommittee on Internal Rev- 
enue Taxation. 


PARTNERS G PARTNERSHIPS— 
ARTICLES 


NY decision indicates professional part- 
nership has goodwill, must extend to 
excluded partner, 10JTAX52, Jan59, 
2pp 


Advantages to corporations in using an 
unincorporated joint venture to carry 
out new projects, Brady G J 9JTAX 
258, Nov58, 3pp 


Income and estate tax on payments be- 
cause of disability, retirement or 
death of a partner; examples; clauses 
for insurance funded agreements, 
MacKay H M, 13CLUJ53, Winter58, 
37pp 

Advisory Group member explains pro- 
visions needing change and illustrates 
the group’s proposals, McDonald D, 
10JTAX152, Mar59, 3pp 

Purchase of partnership interest vs 
assets; TC Docket, 9JTAX314, Nov58, 
lp 

PATENTS 

Tax treatment of inventors since 1950 


as compared with authors, Bierman 
J D, 1957SymPrinceTaxIns95, 22pp 


Cases, legislation, history, present status 
of capital gains on patent transfers, 
oveenage E R, 36Taxes787, Nov58, 

pp 


PENSION AND PROFIT-SHARING 
PLANS—BOOKS 


Rice L L, Basic Pension and Profit- 
Sharing Plans, Committee on Con- 
tinuing Legal Education (Philadel- 
phia, 1957) 148pp, $3.00 


Pension and Profit-Sharing Plans and 
Clauses, Commence Clearing House, 
(Chicago, 1958) 464pp, $9.00. Clauses 
and complete texts of actual plans. 


PENSION & PROFIT SHARING PLANS— 
ARTICLES 


Proposals for pensions for the self-em- 
ployed 1945-1958; legislative history of 
Jenkins-Keogh, other bills; extensive- 
ly footnoted to Congressional hear- 
ings, bar group reports, Rapp L M, 
14 TaxLR55, Nov58, 30pp 


Brief general comments on basic ques- 
tions in choosing a plan, Corbin D A, 
26Control530, Nov58, 5pp 


Brief comments on Kintner-type asso- 
ciations, insurance commissioners’ new 
form; recent Federal legislation; other 
news of regulations, Platkin I, 28 
NYCPA814, Nov58, llpp 


Pension rights should be “portable” i.e. 
not lost by job transfer, not technical, 
Steinhaus H W, 7Challenge29, No. 2, 
Nov58, 4pp 


Argues that trusteed plans are superior 
to insured plans, Warner P A, 97Tr& 
Est1030, Nov58, 3pp 


Outline of estate tax on pension & 
profit-sharing benefits, Lawthers R J 
12CLUJ360, Fall58, 8pp 


Description of function of actuary in 
developing and administering pension 
pians, 9JTAX372, Dec58, 2pp 


PERSONAL—BOOKS 


Casey W J, Mutual Funds and How to 
Use Them, Institute for Business 
Planning, Inc. (New York, 1958), 
215pp, $12.50, Emphasis on family 
and small-corporation financial and 
tax planning 


Vernon W, Vernon L M, & Keebler S E, 
Federal Income Taxation of Individ- 
uals, Committee on Continuing Legal 
Education, (Philadelphia, 1955) 150 
pp, $2.50 


Everyday Tax Planning to Increase the 
Family’s Spendable Income, The Jour- 
nal of Taxation, (New York, 1956) 
144p, $2.95. Practitioner’s Guide No. 
2. 


Tax Angles for Homeowners, Commerce 
Clearing House, (Chicago, 1957) 64pp, 
$1.00 

PERSONAL HOLDING COMPANIES 


Recent cases and rulings, Janin H Tul 
TaxInst482, 1958, 29pp F 


PLANNING 


Summary of tax-saving devices, new 
and old, available to year-end tax 
planner, Freeman H A, 9JTAX358, 
Dec58, 3pp 

POLICY—BOOKS 

Blough, The Federal Taxing Process, 
Prentice-Hall, Englewood Cliffs 

Holland D M, The Income Tax Burden 
on Stockholders,—A study by the Na- 
tional Bureau of Economic Research, 
New York, (Princeton, 1958) 241pp, 
$5.00. 1940-52 statistics examined to 
compare actual with burden if corpo- 
rate earnings were taxed directly to 
stockholders. Burdens computed at 
various stockholder income levels and 
with varying portions of corporate 
tax passed on through higher prices. 

Lent, G E, A Tax Program for Small 
Business, The Amos Tuck School of 


Business Administration, (Hanover, 
1958) 28pp, (bulletin -free) 
POLICY—ARTICLES 


Consideration of the possibility of 
achieving tax reduction and increased 
equity as between taxpayers by re- 
moving income exemptions, limiting 
deductions, revising dependency tests, 


Atkeson T C, 1957SymPrinceTaxIns 
199, 16pp 
Economist asks some fundamental 


questions about other effects of tax 
incentives to encourage 


investment; 








stimulating, Eisner R, 1957SymPrince 
TaxIns154, l4pp 
Senator proposes limited deduction for 
dividends paid as only practical large 
scale relief for double taxation, 
Flanders R E, 1957SymPrinceTaxIns 
185, 4pp 
CIO research man outlines attitude 
toward division of tax burden now 
and under some proposals for change, 
Henle P,1957SymPrinceTaxIns82, 14pp 
Comparison of over-all tax structure in 
U , Canada and Britain, Kent H R, 
1957 SymPrinceTaxIns11, 


Changes in business taxation urged, 
Mosher R G, 10JTAX168, Mar58, 3pp 


Revenue cost and equity of variations 
in tax on different kinds of income, 
special deductions, hurried audit of 
too few returns adds to inequity, 
Surrey S S, 1957SymPrinceTaxIns34, 
24pp 

Rep. W. D. Mills outlines his program 
for tax revision to achieve simplicity 
and equity; prefers study by advisory 
groups, 10JTAX116, Feb59, 2pp 


PROCEDURE—BOOKS 


Casey LF, Casey Federal Tax Practice, 
Callaghan & Co., (Chicago, 1955) 
195lpp, (Cumulative Pocket Parts— 
annually) $80.00 


Goodrich E J & Redman L, Procedure 
Before the Internal Revenue Service, 
Committee on Continuing Legal Edu- 
cation, (Philadelphia, 1957) 205pp, 

00 


23pp 


Lore, How to Win a Taz Case, Prentice- 


Hall, (Englewood Cliffs) 


Keir L E, The Preparation and Trial of 
Cases in the Tax Court of the United 
States, Committee on the Continuing 


of Legal Education, (Philadelphia, 
1955) 

When You Go to the Tax Courts; Pro- 
cedure and Practice, Commerce Clear- 
ing House, Inc., (Chicago, 1957) 
316pp (paper cover), $4.00 

PROCEDURE—ARTICLES 

Chief counsel gives practical advice; 


getting your story into the IRS file, 


especially if the National Office is 
to be consulted, more changes in 
settlement procedure are inevitable; 


importance of carefully prepared re- 


quests for exemption, other rulings, 
Cantrell A M, 36Taxes853, Dec58, 
13pp 


Former attorney for Regional Counsel 
explains handling of examination of 
return by IRS; introductory, not 
technical, Crawford J, 30MissLJ22, 
Dec58, Tpp 


Former attorney for Regional 
discusses new settlement 
attitude and policy 
Appellate Division; 
tioners making 
Donnelly T J, 


Can refund claim be amended? 
rejection of claim? Code, 
summarized, Jordan G 
603, Dec5d8, 9pp 


Conference co-ordinator (Upper Man- 
hattan Dist.) outlines audit review 
and conference policies of his office, 
Olsen A F, 283NYCPA890, Dec58, 9pp 


Ass’t to chief counsel explains under- 


Counsel 
authority, 
of Counsel and 
advice to practi- 
settlement offers, 
10JTAX76, Feb59, 3pp 


What is 
some cases, 


S, 25JBADCol 


lying reasons for IRS litigation 
policy; copious reference to recent 
cases illustrating problems and how 
chief counsel solves them. Office or- 


ganization and liaison with Dept. of 


Justice covered, Treusch P E 36 
Taxes958, Dec58, 20pp 
New “right-to-know” law may require 


IRS to produce documents and permit 
agents’ testimony. Law cases on privi- 
lege analyzed, Donaldson J B, 10 
JTAX38, Jan59, 2pp 


ABA group would exclude IRS from 
proposed administrative Procedures 
Code. 9JTAX379, Nov58, Ip 


ABA group finds anarchy in tax liens; 
proposes study and legislation, 9JTAX 
305, Nov58, 2pp 


Deputy IRS Commissioner reviews state- 
Federal information exchange pro- 
gram, 9JTAX304, Nov58, 2pp 


REAL ESTATE—BOOKS 


Anderson P E, Tux Planning of Real 
Estate, Committee on Continuing Le- 
gal Education, (Philadelphia, 1957) 





REAL ESTATE—ARTICLES 

Severity of courts in denying capital 
gain on subdividing led to 1954 Code 
change. Selected cases» (Old Law) 
compared, 15W&LLR303, Fall58, 6pp 


REDEMPTION OF STOCK 


dividend 


Holsey as reversed seen as contrary to 
Zipp; caution in relying on Holsey 
urged, Peltin S C & Meldman L L 
9JTAX261, Nov58, 1p 


RETURNS 


Forms developed by accountant for list- 
ing detail for individual, corporation 
returns, Drewes F H, 87Taxes37, Jan 
59, 8pp 

IRS dissatisfied with some handwritten 
reproduced returns; requirements re- 
viewed, 10JTAX187, Mar59, Ipp 

estimates 


Using withholdings to get safe esti- 
mates, 9JTAX377, Dec58, Ip 


SALES TAX—BOOKS 


Due J F, Sales Taxation, The Univer- 
sity of Illinois Press, (Urbana, 1957,) 
396pp. $5.75. US, European, British 
Commonwealth sales taxes described; 
policy and administrative problems 
analyzed. 


SOCIAL SECURITY 


What changes in taxes, benefits, cover- 
age, purchasing power should be ex- 
pected in planning your retirement 40 
years hence, Kendrick B B, 183CLUJI 
5, Winter58, 9pp 


STATE AND LOCAL—BOOKS 


Hanczaryk E W & Thompson J H, The 
Economic Impact of State and Local 
Taxes in West Virginia, est Vir- 
ginia University, (Morgantown, 1958). 
Authors conclude that the state is be- 
low average in ability to pay taxes, 
but does not collect what it could; 
reliance on sales and excise called too 
heavy and property taxes found in- 
equitable. 

Morton W A, Housing Tazation, The 
University of Wisconsin Press, (Madi- 
son, 1958) 280pp, $4.75. 

Stuetzer, H. Jr., Massachusetts Taxation 
of Corporations, Little, Brown & Co., 
(Boston, 1956) 125pp, $3.25. By a 
practicing accountant, partner in Ly- 
brand, Ross Bros. & Montgomery. 


STATE AND LOCAL TAXES—ARTICLES 


Economist proposes uniform state tax 
on corporations, Wilkie J A, 36Taxes 
807, Nov58, l4pp 

Defense of Louisiana tax exemptions 
for new industry as beneficial to state, 
Conner E D TulTaxInst448, 1958, 9pp 

Selecting state of incorporation; tax, 
other legal factors: law in all states 
noted, Dederick C G TulTaxInst372, 
1958, 44pp 

Summary of 1958 South Carolina deci- 


sions, Randall, Jr. C H, 28CLQ134, 
Fall58, 6pp 
excise 


State cigarette tax rates and discounts 
summarized, 22TAN121, Nov58, lp 
Summary of talks at 1958 meeting of 
North American Gasoline Tax Con- 
ference: auditing and compliance 
problems, Federal developments, and 
relations with states, 22TAN124, Nov 
58, 3pp 

income taxes 


Arguments for and against state with- 
holding; review of some studies of 
experience in withholding states, 10 
JTAX176, Mar59, 4pp 

Effect of Subchapter S election on var- 
ious state taxes, Stine G T, 10JTAX 
91, Feb59, 1p 

N Y requires accrual on decedent’s final 
return; recent income tax changes, 
Dizon A J, 23NYCPA899, Dec58, 3pp 

Effect of Subchapter S election on NY 
franchise tax and stockholders’ NY 
income tax, Hanigsberg O, 283NYCPA 
825, 2pp 

Survey of all states: rates, exemptions, 
inclusions and exclusions, etc., Lina- 
men H F & Falls G, 10JTAX48, Jan 
59, 3pp 

Economist criticizes proposed uniform 
Division of Income act, Wilkie J A, 
37Taxes65, Jan.59, 9pp 

Calif. franchise tax board memorandum 


on “What is a unitary business?” 26 
CalCPA15, Nov58, 5pp 


NY State Commissioner discusses 
methods of enforcement and collec- 
tion, 9JTAX288, Nov58, 2pp 


inheritance 


Summary Virginia law, Sager W H, 12 
VaAccountl5, Fall58, 5Spp 


Sat eal i ts. 
ergove e y 





History, present conflicts over states’ at- 
tempts to tax property on Federally 
owned land, 15W&LLR235, Fall58, 
l4pp 

Murray case seen as ultimate step in 
limiting McCulloch v. Maryland, 30 
MissLJ80, Dec58, 3pp 


pee oe 





Recent case on state taxation of multi- 
state business; state programs of tax 
incentives to attract industry sur- 
veyed, Friou R E TulTaxInst540, 1958, 
16pp 

property taxes 

Michigan administration, assessment, 
equalization described, Markle E S, 
24Assessors’ NL139, Dec58, 4pp 

Intergovernmental immunity — history, 
recent cases; practical result. Legisla- 
tion urged, Nourse J L 9JTAX286, 
Nov58, 2pp 

Current assessment policies and tech- 
niques analyzed, criticized, recent at- 
tempts at reform discussed. Need for 
legislative control seen. Extensively 
footnoted to cases and literature, 68 
YaleLJ335, Dec58, 3lpp 

sales tax 


Survey new collection methods all states; 
comments on need for industry re- 
porting, uniformity in laws, Miller 
E B 9JTAX364, Dec58, 4pp 


unemployment 


New Missouri reporting system called 
onerous, 9JTAX331, Dec58, Ip 


STOCK MARKET OPERATIONS 


Wash, short sales, options, rights, iden- 
tification problems, etc., analytical, 
comprehensive, Dixon A J TulTaxInst 
556, 1958, 60pp 


TAX PRACTICE—BOOKS 


Boughner J L, Tax Planning & Fee 
Setting for Profitable Law Practice, 
The Journal of Taxation, (New York, 
1958) 110pp, $8.00. Looseleaf, in- 
cludes periodic revisions. 


TAX PRACTICE—ARTICLES 

Factors in setting fees for personal re- 
turns; suggested form for recording 
office work on each return, Block M, 
28NYCPA904, Dec58, 4pp 

IRS drops proposal to allow unenrolled 
person who prepared return to repre- 
sent taxpayer, 10JTAX81, Feb59, 2pp 

New Circular 230 to require practi- 
tioners to show diligence in determin- 
ing accuracy of material they submit, 
10JTAX53, Jan59, Ip 

Arguments for legal specialization sum- 
marized, 9JTAX295, Nov58, Ip 

Treasurer describes tax and other per- 
sonal financial aid by corporation to 
its employees, 9JTAX299, Nov58, 1p 

ABA committee proposes code limiting 
CPA-lawyer joint practice; text and 
comments, 9JTAX198, Oct58, 4pp; 
also speech by chairman of comm 44 
ABAJ1049, Nov58, 4pp 

Text of joint statement by NY State 
Bar and NY CPA Society forming 
committee to investigate violations of 
National Conference statement on 
proper tax practice for each profes- 
sion, 10JTAX186, Mar59, 2pp 

corporate tax department 

Westinghouse VP describes development 


of its tax dept., responsibilities per- 
sonnel, Huggins E V, 10JTAX79, 
Feb. 59, 2pp 

TIMBER 


Recent cases and rulings on capital 
gains on timbering: economic interest, 
timber held for sale, time of cutting, 
Breeding C W, 31TexCPA28, Sep58, 
2pp 


TRUSTS—BOOKS 


Kennedy L W, Federal Income Tazation 
of Trusts and Estates, Little, Brown 
& Co., (Boston, 1948) with 1953 sup- 
plement. 837pp. $20.00. This is the 
text on the subject; thorough, com- 
prehensive. 

Olson R L & Gradishar R L, Saving In- 
come Taxes by Short Term Trusts, 
Prentice-Hall, (Englewood Cliffs, 
1956) 208pp, $7.50. Exposition of 
Code; examples. 


Tweed H & Parsons W, 
Testamentary Estate Pla 
mittee on Continuing Legy 
tion, (Philadelphia, 1955) 


TRUSTS—ARTICLES 


Trusts, tax sheltered invest 
ferred compensation other 
creasing after tax income 
on finance rather than 





tergover 


wood R P & Fairchild C ¥, ay 
38, Winter58, 1l4pp , 
r—oil, gé 
Thought provoking commen “ied 
practical disadvantages of “7 i 
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Spray trusts, number of be ps— insu 
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ductions at termination; Bear 
shares rule, Sommers H Pj 4 
85, Nov6s, 24pp rederant 
Louisiana Statutes permit trust: _ redem 


be used, Doyle F 
1958, 4pp 
Tax, legal, practical aspects of 
sts; personal aspects of t 
pensions, deferred compen 
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lation discussed; references ymples conta 
and recent articles; com pde sectic 
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multiple 7 


ABA group criticizes Mills 
advisers’ proposals, 9JTAX) 
58, 2pp 

short term 

Family tax savings in 10-year 
two-year charitable trusts; 
and estate tax implications; pn 
comprehensive, Yohlin H, | 
109, Nov58, 28pp 
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NY 1958 experience rates clas 
industries, Ress S S, 28NYCH 
Nov58, 3pp 

NY State publishes bulletin 
prevailing wages in testing 
‘employment, 9JTAX310, Novi 


VALUATION 


Comparison with listed companies 
as best method, Orr P E Jr, 
Est1012, Nov58, 4pp 
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REVENUE RULINGS DISCUSSED 


Articles containing extensive discussion 
of revenue rulings are listed below. The 
number is that of the ruling; references 
are as in cases and Code sections above. 


54-420—exempt, org—IRS 
56-434—timber—recent 
57-9—timber—recent 
57-90—timber—recent 
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58-55—foreign, taxes—credit 
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the index entry of the article by that 
author. 


AICPA Comm. on Estate Planning 
estate plan—ezxamples 

Alkire—D L—corp, elect—distributions 

Alpert H H—corp, elect-—analysis 

Altman D—corp, acc earn—analysis 

Atkeson T C—policy—consideration 

Avakian S—fraud—practical 

Axelrad I I—corp, coll—courts 


Bachrach J C—corp, acc earn 
ration 

Barlow J—depreciation—management’s 

Barnes W T—exempt org—informed 

Barton W E—coll, trans liab—explana- 
tion 

Baumgartner E D—ex org—obtaining 

Benjamin E B—oil, gas & min—analysis 

Bierman J D—patents—taz; author- 
author 

Block M—tax practice—factors 

Boehm R T—ded & exp, taxes—Ohio 

Boydstun F W—depreciation—no 

Brady G J—partner—advantages 

Brafford W C—corp, close—transactions 

Brainerd A W—foreign, tax cr—am- 
biguous; foreign, income—foreign 

Breeding C W—farmers—Lewis; timber 
—recent 

Bryson B O—depreciation—arguments 

Butler S D—corp, elect—accounting 


corpo- 


Cahn L S—insurance—Louisiana 

Cantrell A M—procedure—chief 

Capps A T—est, admin—ezecutor’s 

Casey W J—corp—an 

Chenoweth M G—excise—Federal 

Cohen A H—corp, reorg—ezxplanation 

Conner E D—s&l—defense 

Corbin D A—pensions—brief 

Crawford J—proc—former 

Cunningham W P—corp, 
parison 

Currier T S—oil, gas & min—analysis 


redem—com- 


Donaldson J B—corp, coll—recent; proc 
—new 

Donnelly T J—procedure—former 

Doyle F C—trusts—Louisiana 

Drewes F H—returns—forms 


Eidenberg N—corp, elect—exposition 
Eisner R—policy—economist 


Fairchild C M—trusts—trusts 

Falls G—s&l, inc—survey 

Felton H W—coll, liens—assistant 
Flanders R E—policy—Senator 
Freeman H A—planning—summary 
Friou R E—s&l, inter com—recent 
Frost F D—corp, ace earn—Taz 


Gatewood R P—trusts—trusts 

Gelband J F—authors—how 

Graham R F—corp, redem—meticulous 
Grayck M D—coll, transfer—Stern 
Greenberg B A—corp, thin—ratio 
Gunnip F A—corp, elect—Over-65 


Halprin P—income—tazation 
Hammonds O W—ex org, 
choosing 
Hanigsberg O—s&l, inc—effect 
Hardy D J—corp, elect—way 
Hart H H—corp, elect--automatic 
Hatfield R F—insurance—income 
Hellerstein J R—corp, form—problems; 
corp, thin—Taz Court 
Helstein R S—ded & exp, tke—lucid 
Hemmings A I—deductions, T&E—T&E 
Henle P—policy—CIO 
Hobbett K D—corp, elect—uses 
Hoffman H H—corp, electing—brief 
Horwich W D—corp, electing—brief 
Huggins E V—tax prac. corp tax dept 
— Westinghouse 
Hughes A E—oil, 


mineral 


contrib 


gas and mineral— 


Janin H—personal holding—recent 

Jewett R K—oil, gas and mineral— 
capital 

Johnson E C—inventory—CPA 

Johnson J P—trusts—-thought 

Jones S N—acc—IRS 

Jordan G S—procedure—can 


Kaczmarek J M Z—foreign—A working 

Kahn G J—corp, elect—use 

Kalupa R J—corp, elect—can 

Kendrick B B—soc sec—what 

Kent H R—policy—comparison 

Kimbrough A R—corp, buy-sell—sum- 
mary 

Kragen A J—entertainers—Use 

Kramer J O—corp, thin—subjective 


Laiken G J—joint own—nature 

Lang W—foreign; taxes—brief 

Lawthers R J—pensions—outline 

Lentz H T—trusts—taz; Gifts, minors 
—regulations 

Linamen H F—s&l, inc—survey 

Litschgi B—excise tax—ezxplanation 

Loring H H—ded & exp, ed—IRS 

Love H O—corp, redem—brief 

Low N—estate—unique 

Lynch W B—comp—non-qualified; an- 
nuities—intra 


MacKay H M—partners—income 
Markle E S—s&l, prop—Michigan 
Maier L—insurance—/RS 

Manly R W—corp, elect—thin 
McDonald D—partnership—advisory 
McGiveran B S—annuities—intra 
Mestern P—corp, elect—comparison 


Miller E B—s&l, sales—survey 
Mintz S C—corp, reorg—treasury 
Mortenson E R—patents—cases 
Mosher R G—policy—changes 


Neely F T—corp, elect—dangerous 

Nourse J L—s&l, property—intergov- 
ernmental 

Olsen A F—proc— conference 

Orr P E—valuation—comparison 

Owen A A—trusts—spray 


Parker D S—depreciation—/RS 
Peltin S C—redeem, dividend—Holsey 
Platkin I—pensions—brief 

Pomeroy H—comp—unqualified 
Powers E L—ded, tke—summary 


Randall, Jr., C H—state & local—sum- 
mary 

Rapoport L A—est, plan—accountants’ 

Rapp L M—pensi proposal 

Ray GE—ex org, contrib.—choosing 

Reeves J L—corp, elect—not 

Reiling H T—coll, liens—Ass’t 

Ress S S—unemploy—NY 

Richardson B K—corp, elect—short 

Richter J H—deprece, accel-—tazx 

Ringel F—corp—analysis 

Roberts S I—corp elec—analysis 

Robertson E H—depree—CPA 

Robinson G J—Corp, elect—ezplanation 

Rosbe R L—est, admin—brief 


Sager W H—s&l, inherit—summary 

Salwen L B—corp—brief 

Sammond F—e&g—=situations 

Schueller H H—corp, coll—ezxposition 

Schulman R A—comp—deferred 

Schwanbeck W J—ear & pro—CPA 

Shannon G F—account, change — al- 
ternatives; analysis 

Shipman M—damages—American 

Simon S C—oil, gas and mineral—/RS 

Simmons F L—corp, thin—ratio 

Sklar J—corp, elect—election 

Smith A P—capital gain—evaluation 

Smith G A—fraud, net worth—brief 

Sommers H P—trusts—income 

Spilky A H—income—tazation 

Steinhaus H W—pensions—pension 

Stine G T—s&l, inc—effect 

Stock L O—cap gains & losses—brief 

Stroud E B—oil, gas and mineral— 
survey 

Surrey S S—corp—American; analysis; 
policy—revenue 

Swanson H P—foreign, inc.—net 





Teschner R R—corp, close—review 
Thomas L J—depletion—-coal 
Treusch P E—proc—Ass’t 
Tye—corp, liquid—IRS 


Warner P A—pensions—argues 

Warren W—corp—analysia 

Weisbard G L—comp—comments; estate 
—very 

Weiss R L—corp, form—taz 

Welsch G W—estates, planning—discus- 
sron 

White V C—foreign, ine—foreign; for- 
eign, tax cr—ambiguous 

Wiley—insurance—sale 

Wilkie J A—s&l—economist; 
taxes—economist 

Wilkins T M—corp, collap—regulations 

Williams L—coll, liens—members 

Winquist V N—ded & exp, the—survey 


Yohlin H—trusts, short term—family 
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ALEXANDER ’S 
FEDERAL TAX 
HANDBOOK 


Edited by ROBERT M. MUSSELMAN * ~~ 1959 Edition * 1400 Pages 




















Alexander’s Federal Tax Handbook is designed as a reference text for the experienced 
practitioner as well as the general practitioner who must file occasional tax returns. It is 
only complete one-volume reference text on all Federal taxes, including income, estate, gi 
social security, withholding, excise and miscellaneous taxes. While the more specialized pha 
of the tax law are discussed, the emphasis in the new Alexander’s Federal Tax Handbook 


been placed on such routine business transactions as real estate matters, sales of business, fé 


mation and liquidation of partnerships and corporations, the drawing of wills, administration 


estates, and the new, important 1958 law permitting small business corporations to be taxed 


“A 


partnerships. * This 1959 Edition is available on thirty-day approval basis. Order ye 


copy today and have this handy desk reference available to use throughout the year. 


PRICED AT — $20.00 
THE MICHIE COMPANY 


Charlottesville, Virginia One volume of text and business problems 


Please send me copies of the 1959 Edition of I | R Coils: 
Alexander’s Federal Tax Handbook at $20.00 each. nterna evenue ode in separate volume 


[] Send on approval. | understand that | may return the Specimen Forms 
book if | am not fully satisfied. 


“a THE MICHIE COMPANY 


Firm 
Law Publishers 
Address 


City CHARLOTTESVILLE, VIRGINIA 
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